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- A comprehensive guide on sound principles, policies and pro- 
cedures in all the functions of a commercial bank. For the first 
time a concise book has been prepared for bank executives, and 
those who aspire to become executives, which discusses the functions . 
of a bank from the viewpoint of the Chief Executive. It is a book 
for the generalist who is concerned with the over-all responsibility 
of bank management and also for the specialist in one or more - 
phases of banking who desires to have a sound understanding of the 
major activities of bank work, outside his own field. 
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HOW TO AUDIT 
A BANK 


By MARSHALL C. CORNS 


HIS new book is a practical guide to bank auditing 

routine and procedure. It is designed not only to 
show how to audit any bank as required by law but 
discusses in detail the responsibilities of directors, the 
pitfalls of bank management and operation, and the 
positive protectional and precautionary controls to 
set up so as to avoid embezzlements and defalcations. 
It contains many samples, schedules and forms used 
in undertaking an audit so that it is complete in every 
way. 


The author is a recognized authority on bank man- 
agement problems and auditing practices, procedures 
and routines. For many years has been a management 
consultant and advisor to banks and has had a career 
in banking from practical bank clerk to bank president, 
in both city and country banks, large and small. 


Over 84 exhibits add to the usefulness of the book 
which makes it indispensable for bank directors, offi- 
cers, auditors, students, bank examiners, public ac- 
countants, supervisory authorities and certified public 
accountants. 
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been the standard guide for estate 
planners. Now, all sections of the 
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revised to give you the most up-to- 
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ning. 
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For the first time, a practical book on bank cost accounting, bankers have been 
wanting for years, complete with detailed instructions to enable any banker who {s 
cost-conscious to determine the profitableness of his operations and cost of services 
rendered. Use of this book will provide the “facts” for revising Account Analysis 
Methods and Service Charge Schedules. 

With this practical tool of management in concise and simple form at your 
fingertips, it will no longer be necessary to “guess” your costs. Every banker who 
uses this book properly can determine the profit or loss of any department of his 
bank, the actual cost of performing every operation, and providing every service, 
merely by completing the schedules and applying his own income, expense, and 
activity figures to the work papers and exhibits, step by step, according to the 


detailed instructions. 
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Mechanized Check Collection 


JOHN J. CLARKE® 


It is the purpose of this article to comment on some of the 
legal problems that may arise if measures now being considered 
for the mechanical handling of checks by collecting banks are 
adopted and put into effect. 

It is well known that the use of the check as an instrument 
of payment has been steadily increasing over the years: as long 
ago as 1952 the average number of checks written each day in 
this country was said to be 29,000,000, or about eight billion 
a year; and it was estimated in 1954 (by the Joint Committee 
on the Check Collection System) that the annual volume 
might reach 14 billion in 1960 and 22 billion by 1970. The 
marked increase in the use of checks since that estimate was 
made has fully justified its reliability. 

All checks have to be presented to and processed by the 
drawee banks. Four-fifths of the checks issued are deposited 
in banks for collection or are cashed by banks other than the 
drawee banks and are then forwarded to the drawees, either 
directly or through other banks, for presentment and payment. 
The handling of so many individual pieces of paper, each of 
which has a dollar measure of importance for the drawer, the 
payee or other holder and the collecting and paying banks, is an 
expensive operation for the banks, in terms of personnel in- 
volved, machine rental, and operating space. 

Much progress has been made in recent years in developing 
electronic processes for the handling of checks at the end of the 
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line—at the drawee bank—in such a way as to make it possible 
to dispense with a certain amount of human intervention in the 
posting of checks to the drawers’ accounts and in the prepara- 
tion of the statements of account that are periodically sent to 
the depositors, the drawers of the checks. These processes are 
based upon the simple principle that symbols, or code marks, 
in magnetized ink, can be placed in selected fields on the face or 
back of each check and can be made to actuate machinery which 
will do some of the things that human hands or manually operat- 
ed machines are now called upon to do. 

These processes are understood to encompass measures 
whereby stop-payment orders and checks drawn against insuffi- 
cient or unavailable funds could readily be brought to the 
attention of the machine operator or his supervisor. 

The next logical step was to try to extend this principle to 
the handling of checks by the collecting banks, so that checks 
would contain certain symbols that would make it possible 
for electronically-actuated machinery in the office of a collect- 
ing bank (1) to list the amounts of the items, and total them, 
thus permitting a “proving” of the totals of the items received 
against the total attributed to the incoming batch by the sender; 
(2) to sort the items to the various drawee banks, or in the case 
of items to be sent to a subsequent collecting bank such as a 
Federal Reserve Bank, to that subsequent collecting bank; 
and (3) to list the amounts of the items going to the respective 
banks of destination, and to total them, thus automatically 
preparing the cash letter that accompanies them to their 
destination. Each check would, during this process, be en- 
dorsed by the bank handling it, and prior endorsements would 
be guaranteed by it. Each item so processed would also 
bear the symbols necessary to enable the bank of destination, 
if it were the drawee bank, to process the item through its 
electronic equipment for bookkeeping purposes. (But no 
method has yet been devised to substitute machinery for the 
human eye in the authentication of the signature of the drawer. ) 

To accomplish this result, the Bank Management Com- 
mission of the American Bankers Association has recommended 
a program that envisages that arabic numerals in magnetic 


ink be placed in selected fields on the face of each check. This 
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recommendation involves the use of a “common machine lan- 
guage, that is to say, that the numerals will be so devised 
that they will actuate the electronic equipment at all stages 
of the electronic processing of the checks, and that the equip- 
ment will be so devised that it will “read” the significant numer- 
als in the same way at all stages. 

These numerals in three separate fields, are to serve three 
functions. The first of these fields, denominated “Routing 
Symbol—Transit Number,” will contain numerals which identify 
the drawee bank and thus permit the automatic sorting of the 
check by the collecting banks. The second, denominated 
“Account Number and Transaction Codes,” will contain 
numerals which identify the account of the drawer for the 
drawee’s bookkeeping purposes, as well as other numerals 
permitting certain classifications for the drawee’s purposes. 
Finally, the field denominated “Amount” is designed to contain 
numerals, printed by a bank in the collection chain, to reflect 
the amount for which the check was drawn so as to per- 
mit that bank and all subsequent banks handling the check, 
including the drawee, to process the check with electronic 
equipment on the basis of that printed, or “encoded” amount. 
Ideally the “amount” field would be completed by the first bank 
in the chain of collection having the necessary equipment to 
do so. 

As above indicated, the electronic processing of checks by 
the collecting banks, with the features it superimposes upon 
procedures for electronic processing by drawee banks, is in the 
developmental stage. Those interested in pursuing it in more 
detail may refer to a publication of the Bank Management 
Commission published in April of this year (The Common 
Machine Language—Bank Management Publication 147) and 
the earlier publications of the Commission that are referred 
to therein. 

The limited purpose of this paper is to comment upon the 
consequences, from a legal point of view, of the encoding of 
the amount of a check by a collecting bank, in terms of its 
implications for that bank and subsequent collecting banks, 
including the drawee, and for the drawer and the holder of the 
check. These consequences would stem principally from the 
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possibility that, because of human error or machine malfunc- 
tioning, the amount encoded on a check would be erroneously 
encoded, and that the encoded amount would thereafter be 
treated by all banks concerned in the collection and payment 
of the check, which possess electronic equipment, as if it were 
the true amount of the check. The possibility, and indeed the 
probability that such errors will occur, are assumed by all 
experts in the check-handling field with whom the writer has 
talked. 

The principal difference between the proposed system and 
the present lies in the fact that, under the latter, each successive 
collecting bank and drawee bank, by visual inspection and 
tabulation, customarily verifies the total of the amounts of the 
checks received from the sending bank, and compares that 
total with the total attributed to those checks by the sending 
bank in its “cash letter,” any differences being adjusted between 
the two banks concerned. Under the proposed system, the 
amount encoded on the check by a collecting bank would 
normally be treated as the true amount of the check by that 
bank and all subsequent banks, including the drawee, possessing 
the equipment necessary to process the check electronically; no 
independent verification of amount would be expected as the 
check passed from bank to bank and was finally processed by 
the drawee. Thus an error, once made and remaining un- 
detected by the encoding bank, could remain undetected until 
the check was returned to the drawer. 

The conclusions reached below seem to the writer to be 
correct and entirely defensible in the context in which they 
are stated. It is to be recognized, however, that because there 
are no precise precedents that constitute a guide to those con- 
clusions, the latter have been reached in the main by extra- 
polating recognized legal concepts into a field that the courts 
have not yet entered. 


1. WHETHER THE ENCODING OF AN INCORRECT AMOUNT 
WOULD CONSTITUTE A MATERIAL ALTERATION OF THE 
CHECK, AND HENCE AVOID THE INSTRUMENT. 


Section 124 of the Uniform Negotiable Instruments Law 
provides: 
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“Section 124. Alteration of Instrument; Effect of—Where a 
negotiable instrument is materially altered without the assent 
of all parties liable thereon, it is avoided, except as against a party 
who has himself made, authorized or assented to the alteration 
and subsequent indorsers. 

“But when an instrument has been materially altered and is in 
the hands of a holder in due course, not a party to the alteration, 
he may enforce payment thereof according to its original tenor.” 


Section 125 of the U. N. I. L. provides: 


“Section 125. What Constitutes a Material Alteration—Any 
alteration which changes: 
the date. 
the sum payable, either for principal or interest; 
the time or place of payment; 
the number or the relations of the parties; 
the medium or currency in which payment is to be made; 

Or which adds a place of payment where no place of payment 

is specified, or any other change or addition which alters the effect 
of the instrument in any respect is a material alteration.” 


Yum go bo 


Here it is assumed that, through error, the bank which does 
the encoding incorrectly encodes the amount for which the 
check was drawn and does not detect the error. It does not 
matter, for the purposes of this question, whether the encoded 
amount is greater or less than the amount for which the check 
was drawn; if the incorrect encoding were held to constitute an 
alteration changing the sum payable, it would constitute a 
material alteration having the consequences mentioned in 
Section 124. 


Keller v. State Bank of Rock Island, 292 Ill. 553; 127 N. E. 
94; 9 A.L.R. 1082 (1920). 

To constitute a material alteration “There must be some 
change or alteration in the writing constituting the evidence of 
the contract so as to make it another and different instrument 
and no longer evidence of the contract which the parties made. 
The ground upon which the doctrine rests is that such an 
alteration avoids the instrument; that it destroys the identity of 
the contract.” 


Theopold Mercantile Co. v. Deike, 76 Minn. 121; 78 N. W. 
977 (1899). 
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The point remaining to be considered, therefore, is whether 
an incorrect encoding makes the encoded item “a different 
instrument” within the meaning of this doctrine. 


Franklin Nat. Bank v. Kerlin, et al., 45 N. E. 2d 368 (Ind. 
1942), was a suit by the holder of a note against the makers. 
The note was made for $600, and the words expressing that 
amount were contained in the body of the instrument. In the 
upper left-hand corner there appeared the figures “600.00” 
following the printed dollar sign. An officer of the plaintiff, 
without the knowledge, consent or authority of the defendants, 
and after the delivery of the note, placed the figures “65” 
beneath the figures “600,” drew a line underneath, and then 
placed underneath the line the figures “535.” 

The defendants claimed that the note had been altered 
materially. Rejecting that claim, the court said: 


“It has been repeatedly held in many jurisdictions that marginal 
figures on the face of the note are not a part of it, and where the 
body of the note is in writing and is clear and unambiguous as 
in the instant case that said written body controls, and that the 
obligation of said note is not affected by a change made in the 
marginal figures.” (citing cases) 


Many other cases are to the same effect. 


In Smith v. Smith, 1 R.I. 398 (1848), it appeared that a 
bill bore the marginal figures “$175.94” and on its face called 
for the payment of “three hundred seventy-five 94/100 dollars,” 
expressed as indicated. The clerk of the bank where it was left 
for discount, observing the difference between the marginal 
figures and the words in the body, changed the marginal figure 
1 to a 3, thereby conforming them. Overruling an objection by 
the defendant that the bill had been avoided by alteration, the 
court said: 


“We do not think the marginal notation constitutes any part of 
the bill. It is simply a memorandum or abridgement of the con- 
tents of the bill for the convenience of reference. The contract 
is perfect without it. If this is so, any alteration in the figures 
cannot avoid the contract, because there is no alteration, material 
or immaterial, in the contract.” 
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As Daniel says: 
“But these marginal figures are really not a part of the instrument, 


but merely a memorandum of the amount.” 
1. Daniel on Negotiable Instruments (Sixth Ed.) § 86. 


The foregoing authorities would appear to establish that the 
encoding of an incorrect amount on an item would leave the 
instrument, in its legal effect, intact, and that therefore such an 
encoding would not constitute a material alteration of the 
instrument so as to produce the consequences stated in Section 
124, 

It would seem that the precise nature of an encoding is that 
of placing on the face of the instrument, without altering its 
legal effect, a memorandum whose purpose and effect is, and is 
understood to be, as between the banks which are concerned 
in its collection, that of facilitating the processing of the item 
through automation. 

Consequently, the encoding of an incorrect amount would 
alter neither the legal effect of the drawer’s contract, nor of the 
indorser’s contract, nor, where there is an acceptance, of the 
acceptors contract, and hence no material alteration of the 
instrument would be effected thereby.’ 


2. How THE ENCODING OF AN INCORRECT AMOUNT MIGHT 
AFFECT THE RIGHTS AND OBLIGATIONS OF THE BANKS inter 
sese, OR vis-a-vis THE DRAWER OR THE DEPOSITOR. 


Here, again, it is assumed that, through error, the bank which 
does the encoding, incorrectly encodes the amount of the check 
and does not detect the error; that subsequent collecting banks 
and the drawee bank likewise do not detect the error before 
taking action (by payment or remittance, or return) with 
respect to the check, on the basis of the incorrect encoding; 
and that the error is not discovered, in the case of a check for 
which payment is made by the drawee, until after the encoded 
amount has been charged to the drawer’s account, and (per- 
haps) the check has been returned to the drawer. To facilitate 
"ite comeiadton seems to be consistent with the language of § 3-407(1) of 


the Uniform Commercial Code, stating: “Any alteration of an instrument is material 


which changes the contract of any party thereto in any respect... .” 
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the presentation of this discussion, it has been divided into these 
three general parts: A. Over-encoding (by which is meant the 
encoding of an amount greater than the amount for which the 
item was drawn payable); B. Under-encoding (by which is 
meant the reverse of over-encoding ); and C. Wrongful dishonor 
resulting from over-encoding. Over-encoding, in these circum- 
stances, would result in an over-payment by the drawee bank, 
and under-encoding, in an under-payment. 

Again, it is believed that the following discussion, unless 
indication to the contrary is made, would apply under the 
Uniform Commercial Code, first, because no provision of Article 
4 of the Code (the provisions governing significant aspects of 
bank collections) states rules which would suggest conclusions 
to the contrary, and second, because the Code states that unless 
otherwise provided therein, the principles of law and equity 
including, for instance, the law relative to principal and agent, 
mistake, and so forth, prevailing in a jurisdiction which has 
adopted the Code, are to “supplement” the provisions of the 
Code. 


A. Over-encoding (and over-payment). 

On the basis of the discussion that follows, the writer’s 
present conclusions are that, upon the payment by a drawee 
bank of the encoded amount of an over-encoded check in the 
circumstances assumed above: 


(1) the drawee would have the right, irrespective of its own 
lack of care, to recover the amount of the over-payment from the 
person in possession of the proceeds or from the person who re- 
ceived the proceeds as the actual or apparent owner of the check; 

(2) the drawee would have the right to recover the amount 
of the over-payment from a known agent collecting bank which 
had encoded the check, even though the latter had remitted the 
proceeds to its principal, if, upon the facts of the case, the agent 
collecting bank was more at fault than the drawee in connection 
with the over-payment; 

(3) the drawee would have no right to recover the amount of 
the over-payment from a known agent collecting bank which had, 
before notice of the claim, remitted the proceeds to its principal, 
if the check had been encoded before its receipt by such agent 
collecting bank, or if such agent collecting bank having encoded 
the check, was, upon the facts of the case, no more at fault than 


Ill 
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the drawee in connection with the over-payment; and 

(4) upon the drawee’s recovering the amount of such an over- 
payment from the agent collecting bank which had encoded the 
check and which had remitted the proceeds to its principal, such 
agent collecting bank would have the right to recover an equal 
amount from the person in possession of the proceeds or the per- 
son who received the proceeds as actual or apparent owner of the 
check, but would appear not to have any such right as respects 
a prior known agent collecting bank which had remitted the 
proceeds to its principal. 


Discussion 

It is to be assumed, here, that the error first comes to light 
when the drawer, who has reconciled his bank statement with 
the items enclosed with it, complains to the drawee bank that he 
has been over-charged; and that the drawee bank thereupon 
makes the necessary adjustment by crediting the drawer's 
account with the amount of the difference. The following dis- 
cussion is keyed, by number, to the conclusions advanced above. 

(1) In support of the general right of the drawee to 
recover an over-payment resulting from over-encoding, it may 
be appropriate to refer to § 20 of Restatement of the Law: 


Restitution, which reads: 


“$20. Mistake as to Extent of Duty or Amount Paid in Discharge 
Thereof. 

“A person who has paid another an excessive amount of money 
because of an erroneous belief induced by a mistake of fact that 
the sum paid was necessary for the discharge of a duty, for the 
performance of a condition, or for the acceptance of an offer, is 
entitled to restitution of the excess.” 


Illustration “5” to § 20 reads: 
“5. The A bank by mistake of the paying teller pays B $70 


in payment of a check for $50. A is entitled to restitution of $20. 
from B.” 


The general rule that money paid under a mistake of fact 
may be recovered seems too well established to need any dis- 
cussion; and it is firmly rooted in the law of negotiable instru- 
ments. (See, e.g., Leather Manufacturers Bank v. Merchants 
Bank, 128 U.S. 26 (1888. ) 
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In the context of the check mechanization program, no 
reason is perceived why the same rule shouid not be applied 
to over-payments made as a result of over-encoding. The basic 
principle is that the recipient of the over-payment has obtained 
money of the drawee, without right. 

In this context, too, the rule stated in § 59 of the Restate- 
ment, to the effect that the transferor’s (drawee’s) lack of care 
does not condition his right to maintain an action for restitution, 
seems correct. Any such lack of care would seem to be but 
a contribution to the mutuality of the mistake that gives rise 
to this sort of action. Britton on Bills and Notes (1943) § 133, 
p. 616, cites W oodward: The Law of Quasi Contracts, 1913, sec. 
15, as authority for the statement: “Moreover, in the law of 
quasi-contracts generally, negligence is not a bar to the plain- 
titl’s right to recover money paid under mistake.” 

And it would appear to be clear enough, at least in the field 
of negotiable instruments, that a collecting bank whose agency 
status was not known to the drawee, would be liable to the 
drawee as if it (the collecting bank) had received the over- 
payment as principal. (See, e.g., National Park Bank v. Eldred 
Bank, 90 Hun. 285; 35 N.Y. Supp. 752 (1895); Canal Bank v. 
Bank of Albany, 1 Hill (N. Y.) 287 (1841).) 

Similarly, if the amount of the over-payment were still in 
the hands of a known agent collecting bank, it would appear 
that that bank would be liable to respond to the drawee’s claim 
for recoupment of the over-payment. And it would seem right 
to assume that the amount of the over-payment would usually 
have come to rest with the collecting bank that had encoded 
the check erroneously because that bank would presumably 
have paid or credited only the true amount of the instrument, as 
received by it. Ifa prior collecting bank had done the encoding, 
the subsequent collecting bank would normally have credited 
or remitted to the prior collecting bank the entire proceeds of 
the collection. The effect, in this context, of an over-encoding 
by a prior collecting bank, is dealt with below. 

(2) and (3). The matrix of this discussion, dealing with 
the respective rights and liabilities of the drawee, on the one 
hand, and of the known agent collecting bank which had col- 
lected the encoded amount on an over-coded check and re- 
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mitted the proceeds to its principal, on the other, is found in 
§§ 142 and 143 of the Restatement, which read as follows: 


“§ 142. Change of Circumstances. 

“(1) The right of a person.to restitution from another because 
of a benefit received is terminated or diminished if, after the re- 
ceipt of the benefit, circumstances have so changed that it would 
be inequitable to require the other to make full restitution. 

“(2) Change of circumstances may be a defense or a partial 
defense if the conduct of the recipient was not tortious and he was 
no more at fault for his receipt, retention or dealing with the sub- 
ject matter than was the claimant. 

“(8) Change of circumstances is not a defense if 

(a) the conduct of the recipient in obtaining, retaining or 
dealing with the subject matter was tortious, or 

(b) the change occurred after the recipient had knowledge 
of the facts entitling the other to restitution and had 
an opportunity to make restitution.” 


“§ 148. Change of Position by Fiduciary. 

“The rule stated in § 142 applies to actions for restitution 
brought against fiduciaries for things received by them for their 
beneficiaries, except that where things have been delivered to an 
agent of an undisclosed principal in the performance of a voidable 
contract with the agent, the agent’s payment to or on account of, 
or settlement with, the principal before knowledge of the mistake 
does not bar restitution from the agent although the principal is 
insolvent.” 


Obviously, the above rules could not come into play unless the 
collecting bank in question had changed its position; it would 
not have done so unless it had parted with the proceeds of the 
over-payment. 


(a) Over-encoding by collecting bank. 

If such a collecting bank were itself to have over-encoded 
a check, and, upon receipt of the over-encoded amount, to have 
remitted that amount to its principal, the liability of the collect- 
ing bank in question would, under the principles stated in 
§§ 142 and 143, hinge principally upon whether it was, or was 
not, more at fault than the drawee. 

It would seem that the courts would ordinarily regard such 
a collecting bank as being more at fault than the drawee; and 
that the drawee bank would therefore be entitled to recover 
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from it the amount of the over-payment. It can be said, first, 
that the collecting bank had, through its error, set in motion 
the chain of events that resulted in the over-payment; second, 
that in the general context of the check mechanization program, 
the expectation of the collecting bank would be that the drawee 
bank would act upon the basis of the encoding done by the 
collecting bank; and third, that in the normal course of the 
collecting bank’s business, an over-encoding by it and an over- 
payment to it, unless compensated by a counter-error, would 
throw its books out of balance and thus put it on notice of the 
error. Having notice of the error, even though it knew no more 
than that an error had occurred, might, under the rule of § 142 
(3) (b), disentitle the collecting bank to assert the defense 
of change of circumstances. 

Some added support for this conclusion is found in § 34 of 
the cited Restatement, the relevant portions of which read: 


“§ 34. Duties of Good Faith and Care owed by Holder of Instru- 
ment. 


“The holder of a bill of exchange or promissory note who... 
otherwise would be entitled to retain the amount received in 
payment thereof, is under a duty of restitution to the payor who 
paid because of a mistake of fact, if 

(a) he made a misrepresentation causing the mistake. . .”. 


An over-encoding would seem to constitute a misrepresentation 
(id., § 8, Comment b.). 

To be balanced against the foregoing position of the col- 
lecting bank, is the position of the drawee. The drawee bank, 
it may be said, had had an opportunity to verify the correctness 
of the encoding before it decided to pay the check, certainly 
at the time the check was examined for authenticity of the 
drawer’s signature, as to which, in the normal case involving 
a good faith holder, the drawee has an absolute responsibility 
under the law of most jurisdictions (Britton, op. cit., § 136). By 
reason of its relationship with the drawer, or for other reasons, 
the drawee may feel obliged to, and may, attempt to verify the 
accuracy of the encoded amount before payment is made or 
becomes final. But this is not to say that, in the terms of 
reference here, which require a balancing of degrees of fault, 
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the drawee, by failing to do so or by failing to detect the error, 
would have failed in a duty it owed the collecting bank. 

But even assuming that some such duty exists, for the failure 
to discharge which the drawee could be said to be to some 
degree at fault, the direction that the decisional law could 
possibly take, in favor of the drawee, may be indicated by brief 
reference to the following cases, none of which, obviously, can 
be completely analogous to the situation we are here consider- 
ing. 

1. American National Bank v. First National Bank, 277 Pac. 
2d 951 (Colo., 1954), was a case in which the court sustained an 
action by the drawee against the bank of deposit, for money had 
and received, based on the payment by the drawee of a check 
drawn payable to joint payees, but indorsed by only one of them. 
The plaintiff's cause of action against the bank of deposit survived 
a motion to dismiss, the court stating that the bank of deposit was 
under “a contractual duty to return to plaintiff money which it re- 
ceived and holds under a mistake”. While the fact that the de- 
fendant bank of deposit held the money, obviously excludes the 
application of the “change of position” doctrine recognized by 
$§ 142 and 148, the court did note that, “in the absence of actual 
fault on the part of the drawee, its failure to observe the fact of 
the absence of the endorsement of one of the payees, due en- 
tirely to the fault or neglect of the holder, will not preclude its 
recovery’. 

2. National Reserve Bank v. Corn Exchange Bank, 171 App. 
Div. 195, 157, N. Y. S. 316 (1916), was a case in which the drawee 
sued the collecting bank to recover the difference between the 
original amount and the raised amount of a check drawn on the 
plaintiff and certified by it before payment. To the defendant's 
contention that the plaintiff had been negligent in not detecting 
the forgery, the court responded to the effect that the opportunity 
to discover the forgery was equally open to both. Judgment was 
for the plaintiff. Nothing appeared to turn on the status of the 
defendant as a collecting bank. 

8. Louisa National Bank v. National Bank of Kentucky, 239 
Ky. 302; 89 S. W. 2d 497 (1931), was an action by the drawee to re- 
cover from the cashing bank the amount of a check paid by the 
drawee on which the signature of the drawer was forged. Recog- 
nizing the general application of the rule of Price v. Neal, 3 Burr. 
1355 (1762), the court pointed out that the cashing bank had paid 
the check to the payee, a stranger, without inquiry and without 
requiring his identification. This negligence of the cashing bank 
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was said to be the “primary and proximate cause of the loss”, 
which reached in its effect the drawee bank, and “induced in- 
caution on its part”. In comparing the degrees of negligence of 
the two banks, the court concluded that the cashing bank “excels 
in culpability”. 


(b) Over-encoding by prior bank. 

If a known collecting bank collected the encoded amount 
of a check that was over-encoded by a prior bank, and remitted 
the amount collected to its principal before claim was made by 
the drawee, it seems clear that the collecting bank in question 
would be without liability to the drawee with respect to the 
over-payment. That bank had done nothing to set in motion 
the chain of events that resulted in the over-payment; it had 
merely acted as the conduit for the forwarding or presentment 
of the check, and for the receipt and remittance of the proceeds 
of the collection. By hypothesis its capacity as agent was 
‘mown to the drawee; its action was purely the action of an 
agent (in contrast perhaps to the action of a collecting bank 
which itself encoded a check, which might not be regarded as 
the action purely of an agent, at least in the conventional bank 
collection sense ). 


Some slight corroboration for this view is found in the out- 
come of American National Bank v. First National Bank, supra. 
In contrast to the court’s action in sustaining the plaintiff's claim 
on “money had and received” against the bank of deposit, which 
made the error, the court there affirmed the dismissal of a 
similar claim asserted against the presenting bank, which ap- 
pears to have acted, in connection with the collection of the 
check there involved, as an agent for the presentment of the 
check and for the remittance of its proceeds. 


(4) By the application of the principle mentioned above, 
if the agent collecting bank which over-encoded the check had 
remitted to its principal the proceeds of the collection, such bank 
would, upon satisfying the claim against it by the drawee for the 
amount of the over-payment, have a corresponding right over 
against the person in possession of the proceeds or the person 
who received the proceeds as the actual or apparent owner of 
the check. That this would be so seems so clear as to require no 
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discussion; the case would be one of money had and received, 
or of unjust enrichment. A prior known agent collecting bank 
which had remitted such proceeds to its principal could, in 
turn, successfully defend on the basis of its change of position 
if its fault were no greater than the fault of the subsequent 
agent collecting bank in question (which had encoded the 
check). On the basis of the hypotheses and conclusions men- 
tioned above, the subsequent agent collecting bank would have 
done the over-encoding; and its fault, in such circumstances, 
would seem to have been the greater fault. 


ad ° SJ e ° 


Two related points should be mentioned: 


(1) The question of the identity of the encoding bank, which will 
probably not be evident from the instrument. In case such 
a question arises, it is assumed that the fact of encoding by 
a particular bank will be susceptible of proof. Perhaps the 
courts would presume that the first bank in the chain of 
bank collection, possessing the necessary equipment, ac- 
tually did encode the instrument in question, unless that 
bank could establish that it did not. In case of dispute, 
questions of fact would have to be resolved by recourse 
to the usual means of proof in such cases. 

(ii) The foregoing discussion has attempted to resolve questions 
as to the balance of fault that would result from the inter- 
position of a “change of position” defense by a known agent 
collecting bank. The writer does not doubt, however, that 
factual situations could arise which would make such resolu- 
tions inapposite nor does he doubt that courts in different 
jurisdictions, influenced perhaps by idiosyncrasies of local 
decisional or statute law, might evaluate, in different ways, 
the consequences of certain identical acts or omissions by 
the banks concerned. But subject to these possible infirmi- 
ties, the conclusions expressed above are, in general, be- 
lieved to be right. 


B. Under-encoding (and under-payment). 

On the basis of the discussion that follows, the writer's 
present conclusions are that, upon the payment by the drawee 
bank of the encoded amount of an under-encoded check in the 
circumstances assumed above: 
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(1) In certain jurisdictions (including New York and states hav- 
ing the Uniform Commercial Code) it would appear that the 
owner, or collecting bank having the rights of the owner, 
could recover the amount of the deficiency from the drawee 
bank if that bank could be identified; 

(2) The drawee bank which satisfied a claim based upon a right 
of recovery described in paragraph (1) could charge the ac- 
count of the drawer, or recover from him as on an over-draft, 
the amount of the deficiency; and 

(3) It is not certain whether a drawee bank against which such a 
right of recovery was asserted, and which was unable to re- 
cover the amount of the deficiency from the drawer, would 
have an offsetting defense or counterclaim against the en- 
coding bank. 


The collecting bank that encoded the check would be respons- 
ible to prior collecting banks and to the owner as if the amount 


of the check, as drawn, had been paid by the drawee bank. 


Discussion 

The assumed immediate result of under-encoding is that 
the encoding bank would have received less for the check, by 
way of payment from the drawee, than it would have paid, 
credited or remitted for the check. The right, or possible right, 
of the encoding bank to recover the difference from the drawee 
is treated here in the order of the conclusions stated above. 

(1) In general, it may be said, a drawee bank is under no 
obligation to the payee or holder unless it accepts or certifies 
the check. (Michie on Banks and Banking) (Perm. Ed.) Vol. 
5A § 198.) To be considered here is the question whether the 
transactions that are assumed to give rise to the underpayment of 
an under-coded check, are sufficient to establish the liability of 
the drawee for the deficiency. 

The first possible basis of such liability is statutory. 

Section 350-b of the New York Negotiable Instruments Law, 
originally a part of the Bank Collection Code, was repealed in 
1950, and was replaced by a new Section 350-b, which was 
designed to authorize the practice of deferred posting and 
delayed return. Paragraph 1. of that section reads as follows: 


“1. When a bank receives an item drawn on or payable by, at 
or through such bank, otherwise than for immediate payment 
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over the counter, the period within which the item may be dis- 
honored, or returned for any other reason, is as follows: (i) if 
payable on demand and received for deposit to an account at 
the bank, the period ends at midnight of the bank’s business day 
next following the day of receipt; (ii) if payable on demand but 
not received for such deposit, and if the bank gives credit for the 
amount thereof before midnight of the day of receipt, the period 
ends at midnight of the bank’s business day next following the 
day of receipt; (iii) if payable other than on demand, the period 
ends at midnight of the day of receipt or of the day of maturity, 
whichever is later; and (iv) in all other cases, the period ends at 
midnight of the day of receipt. When, however, the bank finally 
charges the item to the account of the drawer, maker or other 
party to be charged therewith, or gives irrevocable credit therefor, 
the item shall be deemed to have been finally paid and the bank 
effecting such charge or giving such credit shall be accountable 
for the amount thereof.” 


The last sentence of paragraph 1. would, it seems, create 
accountability on the part of the drawee bank for the amount 
of the check, because the item would have been charged to the 
drawee’s account; and it would appear to make no difference 


in this result that the encoded, rather than the true, amount 
had been charged. Consequently, the view is advanced that, 
in the circumstances here assumed, the drawee bank, if located 
in New York State, could be held responsible to the encoding 
bank for the deficiency in the payment. The courts would, 
of course, have to consider whether, upon charging an amount 
smaller than the true amount of the item, the drawee “charges 
the item” within the meaning of the statute. It is submitted 
that such a charging would take place, so as to establish, at 
least prima facie, a liability on the part of the drawee for the 
true amount of the item, or if partially paid, for the difference. 

So far as the writer is aware, no other state has adopted a 
deferred-posting statute corresponding in text to Section 350-b. 

The relevant parts of Section 4-302 of the Uniform Com- 
mercial Code, as adopted in Connecticut, Massachusetts and 
Kentucky, read: 


“, . . if an item is presented on and received by a payor bank the 
bank is accountable for the amount of 
(a) a demand item... if the bank .. . retains the item beyond 





THE BANKING LAW JOURNAL 


midnight of the banking day of receipt without settling 
for it . . . or does not pay or return the item until after its 
midnight deadline . . .”. (Midnight of the banking day 
following the banking day of receipt (§ 4-104. (h) ). 


Likewise, under Section 4-213 thereof, a payor bank “shall be 
accountable for the amount of the item” if it has completed the 
process of posting the item to the account of the drawer. 

The liability of the drawee under § 4-213 would be compar- 
able to the liability of a New York bank under Section 350-b; 
its liability under Section 4-302 would be based on the ground 
that it had retained the item without (completely ) settling for it. 

The Pennsylvania version of the Uniform Commercial Code, 
which in some senses may be regarded as less specific in this 
regard than the Connecticut, Massachusetts and Kentucky ver- 
sions, contains provisions having like effect. 

Another possible basis for accountability would rest on 
judicial decision; and the doctrine favoring such accountability 
would stem from the decision of the Wisner case (Wisner v. 
First Nat. Bank of Gallitzin, 220 Pa. 21; 68 Atl. 955, 17 
L.R.A.N.S., 1266 (1908) ). The essence of the decision in the 
Wisner case was that the drawee, having retained for more 
than 24 hours a check presented for payment, was deemed to 
have accepted the check under Section 137 of the Uniform 
Negotiable Instruments Law, the text of which reads: 


“Section 1387. Liability of Drawee Retaining or Destroying 
Bill—Where a drawee to whom a bill is delivered for acceptance 
destroys the same, or refuses within twenty-four hours after such 
delivery, or within such other period as the holder may allow, to 
return the bill accepted or non-accepted to the holder, he will be 
deemed to have accepted the same.” 


While the rule of the Wisner case has been subject to some 
doctrinal dispute,* and while Section 137 has not been enacted 
in the form quoted above in all jurisdictions in which the 


2For example, Paton’s Digest of Legal Opinions, Acceptances §7:2, and 
Britton on Bills and Notes (1943) §179, state that the preferable view is that 
mere inaction by the drawee is not acceptance; where as Brannan’s Negotiable 
Instruments Law (Seventh Edition), p. 1249-50, states that cases following the 
doctrine of the Wisner case represent the overwhelming weight of authority under 
the U.N.LL. and should be followed in the interest of uniformity. General Finance 
Corporation of Fla. v. Central B. & T. Co., 264 F. 2d 869, a recent (March 1959) 
decision of the United States Court of Appeals for the Fifth Circuit, is a well- 
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U.N.LL. is now in effect,* the fact is that the rule of the Wisner 
case represents the overwhelming weight of authority. 

Since, under either the “statutory” doctrine or the acceptance 
doctrine of the Wisner case, described above, the drawee would 
have become responsible for the amount of the check according 
to its tenor, only the encoded amount having been paid, it would 
anpear clear that recovery could be had for the deficiency; and 
it would also appear such recovery would usually be sought 
by the encoding bank in the circumstances assumed above. 

In other jurisdictions in which neither the statutory doctrine, 
nor the acceptance doctrine of the Wisner case, could be said to 
obtain, it might be said that the case could be regarded as if 
the drawee bank had assented to the order as drawn, and had 
communicated to the drawer its assent (which, though erron- 
eous, was easily recognizable as such), and that the drawee 
held, for the benefit of the encoding bank, ex aequo et bono, 
at least a claim against the drawer for the deficiency. (A state- 
ment, made by way of dictum, in Bank of the Republic v. Mil- 
lard, 77 U.S. 152, 157-8 (1869) would conduce to a conclusion 
along these lines.) It might also be urged that the action of the 
drawee bank in attempting to make full payment, but in fact 
having made only partial payment, could for the purposes of 
this question be equated with an actual acceptance of the instru- 
ment. 

(2) If the drawer’s account were sufficient there would 
seem to be no reason why the drawee bank might not debit 
the depositor-drawer’s account with the amount of the de- 
ficiency; the drawee bank would merely be complying with the 
drawer’s order. If the drawer’s account were insufficient, the 
considered case construing Florida’s deferred-posting statute, in the light of 
Wisner, and casting liability on a drawee bank which retained a check beyond 
the period allowed under the statute. 

3 For example, Illinois omits Section 137, but its laws provide that a drawee 
has until the close of its next business day following presentment “to decide whether 
or not it will pay the check”; Kansas, Missouri and Wisconsin have added to Sec- 
tion 187 provisions excluding checks from its application; Alabama, Florida, New 
Mexico and Wyoming have enacted special provisions to the effect that the re- 
tention by a bank of a negotiable instrument payable at or by the bank, until the 
close of business on the next business day following receipt, shall not operate as an 
acceptance; and West Virginia has modified the section so as to provide that the 
drawee destroying the bill, or refusing after the expiration of 24 hours after delivery 
(or such longer period as the holder shall allow) to return it, will be deemed to 


have converted—rather than accepted—the bill, and will be “liable in damages for 
the amount of the bill.” 
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drawer would still be responsible for the “overdraft” if the 
drawee bank paid out the amount that the drawer, by issuing 
the check, had ordered it to pay. As stated in Federal Deposit 
Ins. Corp. v. Ciaffoni, 176 Pa. Super. 91; 107 Atl. 2d 211 (1954): 


“A bank, through inadvertance or even by intention, may honor 
checks of a depositor who has insufficient funds in his account for 
their payment. And if such checks are charged on the books of 
the bank to the depositor’s account the law implies an agreement 
on his part to make good the overdraft. An overdraft allowed is a 
loan due on demand. Hennessy Bros. & Evans Co. v. Memphis 
Nat. Bank, 6 Cir., 129 F. 557...” 


See, also Michie, op. cit., Vol. 5B, § 304. 


(3) If the drawer’s account were not sufficient and the 
drawee bank were unable otherwise to recover from the drawer 
the amount of the deficiency, the question would be presented 
of the existence of a defense, or counterclaim, in favor of the 
drawee bank and against the collecting bank which had under- 
encoded the check. 

No sure answer can be given to this question. It is sub- 
mitted that, in the general context of the relationships between 
the parties under the check mechanization program, courts 
would be predisposed to regard the drawee bank’s inability 
to recover as a factor militating against its responsibility to an 
encoding bank whose error had set in motion the chain of events 
that resulted in such a situation; and that hence they would 
tend to favor the validity of such a defense or counterclaim inter- 
posed by the drawee bank in an action against it by the encoding 
bank. The element of fault on the part of the encoding bank 
would, it seems, weigh heavily against it; and would probably 
not be counterbalanced by the fact that the drawee bank had 
not verified the encoded amount before acting upon the strength 
of its presumed accuracy. Hence, so far as any surmise may be 
advanced as to the ultimate position of the encoding bank in 
these circumstances, it is that that bank might, as was suggested 
above, at best succeed to the rights of the drawee bank against 
the drawer. 


As between the collecting bank that had erroneously under- 
encoded the item and the principal of that bank, it would seem 
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unnecessary to document the position that the collecting bank 
should be held responsible to its principal for having failed in 
its duty to use its best efforts to effect collection of the full 
amount of the item. 


C. Wrongful dishonor resulting from over-encoding. 

In this part of the discussion, consideration is given to the 
liabilities of the respective banks in the collection chain for 
damages for a wrongful dishonor of a drawer’s check for insuffi- 
cient funds, as the result of an over-encoding. It would appear 
that a check might be wrongfully dishonored either because 
the drawer’s account was insufficient to pay the over-encoded 
amount of that check or because the previous charging to the 
drawer’s account of an over-encoded check had so depleted the 
account as to make it insufficient (on its face) to pay correctly 
encoded checks subsequently presented to the drawee. 

There would seem to be nothing in this factual situation 
that would change the nature or extent of the present liability 
of a drawee bank for wrongfully dishonoring a check; over- 
encoding would merely add another source of error as the cause 
of wrongful dishonor. 

A depositor-drawer may sue his bank of deposit, the drawee, 
for wrongful dishonor either in contract or in tort or in both 
together, many states making no apparent distinction between 
the two grounds for the cause of action, simply referring to the 
action as a suit for recovery of damages caused by wrongful 
dishonor.* 

It is possible that a collecting bank, whose action in over- 
encoding a check led to the dishonor of that check or of a check 
subsequently presented, might be held liable directly to the 
drawer, as for wrongful dishonor. In Peabody v. The Citizens 
State Bank, 98 Minn. 302; 108 N. W. 272 (1906), a collecting 
bank which had not presented the plaintiff's check to the drawee 
bank, in good faith, for payment, and which had nonetheless de- 
clared that the check had been dishonored, was held liable to the 
plaintiff for damages. 

4 Reference should be made to the provisions of the legislation, effective in a 
number of states, that limits a drawer’s recovery in an action for wrongful dishonor, 


occurring without malice on the part of the drawee, to the actual damages proved. 
(See Paton’s Digest of Legal Opinions, Checks, § 21B:1.). 
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There is an obvious difference, of course, between direct 
and deliberate action taken by the collecting bank, as in the 
Peabody case, and action taken by a drawee bank as a con- 
sequence of an inadvertent error in encoding made by a collect- 
ing bank. The possible consequences of an innocent error in 
encoding, made by a collecting bank, in terms of that bank's 
liability to the drawer in the event wrongful dishonor resulted, 
seem to be obscure. 

But it is not necessary to dwell on that theory; there exists 
another possibility. If the drawee bank had wrongfully dis- 
honored a check, as the consequence of over-encoding by a 
collecting bank, and if the drawer sued the drawee bank and re- 
covered damages for the wrongful dishonor, would the collect- 
ing bank that over-encoded the check be responsible to the 
drawee bank? The possibility of an affirmative answer to this 
question is suggested by the following language of the court in 
American National Bank v. First National Bank, supra. 


“As we have said, neither Hereford [the bank of deposit] nor 
the other banks, through which the check was channeled, be- 
came holders thereof in due course. The drawer of the check, 
by his designation of the payees therein, in effect issued a definite 
order to the drawee bank and all others to whom the check might 
be presented for payment that it was to be paid only in accordance 
with his order to the payees therein named. When Hereford 
endorsed the check ‘Prior Endorsements Guaranteed’ the banks 
through which the check passed may have chosen to honor and 
pay the check, relying solely on Hereford’s guaranty, but this, in 
nowise, relieved the drawee bank of honoring the check only upon 
the endorsement of the payees therein named. The drawee 
bank, simply by cashing the check and charging the same to the 
drawer’s account, indicated a willingness to disregard and neglect 
its duty to the depositor upon the guaranty of a responsible bank 
that the duty of examining the check for the endorsement of the 
payees had been performed by it.” (277 Pac. 2d, at p. 957) 


The Court went on (id., p. 957): 


“If Hereford was negligent in connection with its transactions 
regarding the check here, and if that negligence resulted in the 
drawee bank making a mistake which resulted in its damage, 
Hereford is liable in an action by the drawee for the damages it 
may have sustained. It seems to be a generally recognized rule 
of law that in the absence of actual fault on the part of the drawee, 
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its failure to observe the fact of the absence of the endorsement of 
one of the payees, due entirely to the fault or neglect of the holder, 
will not preclude its recovery . 


Of course, this case had nothing to do with wrongful dis- 
honor, but it would seem logical to conclude that the principles 
announced by the court could have bearing upon the inter- 
bank responsibilities arising from a wrongful dishonor brought 
about by an over-encoding by a collecting bank. 

In the present state of the law, and weighing all the factors 
affecting the nature of the duties of the banks concerned in such 
a case, one can do no more than suggest the possibility, without 
prophesying the probability, that a collecting bank, over-encod- 
ing a check that was thereafter dishonored by the drawee bank 
because the drawer’s account was insufficient to pay the encoded 
amount, or whose payment so depleted that account that sub- 
sequently presented checks, properly encoded, were dishonored, 
might be held responsible, either directly to the drawer, or the 
drawee bank against which the drawer had recovered a judg- 
ment for wrongful dishonor. However, it would be reasonable 
to expect that a drawee bank would examine every check about 
to be returned for insufficient funds; and that such an examina- 
tion would reveal the over-encoding of that check, if it had 
been over-encoded. Perhaps, in this situation and in any other 
situation in which the fact of over-encoding came to the notice 
of the drawee bank actually or constructively, that bank would 
be able to have the greater responsibility, and thus to have no 
right of recourse against the encoding bank. 


CONCLUDING OBSERVATIONS 


The writer believes that the problems discussed above do not 
constitute appreciable obstacles to the general adoption of 
the program of amount encoding by collecting banks, whenever 
and wherever the total economic advantages of electronic check 
handling outweigh those of the present systems. For one thing, 
the inexorable demands of intra-bank accounting that, the dollar 
input of checks equal their dollar output, should inevitably ex- 
pose, and permit the correction of, lone, uncompensated encod- 
ing errors. And, even errors undetected by the collecting banks 
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could prove to be of no consequence if the drawee bank did not 
use electronic equipment because its use did not offer the 
prospect of sufficient economic advantage, the error, hitherto 
undetected could in some circumstances be detected by the 
drawee, or in others could have no effect on the amount of the 
remittance made for the checks by the drawee bank. This is 
not to say, of course, that banks using electronic check-handling 
equipment should remain insensitive to the prospect of errors 
and to the consequences of such errors suggested above; 
whether new systems for minimizing error will have to be 
devised as a concomitant to the electronic processing of checks 
will necessarily hinge on experience under the program and the 
principles that the court apply in resolving legal disputes arising 
from errors in encoding. 


FEDERAL RESERVE BOARD APPROVES PURCHASE OF 
CONTROL OF BANK BY BANK HOLDING COMPANY 


Adhering to a tentative decision made in December 1959, 
the Federal Reserve Board has given its approval to the Wisconsin 
Bankshares Corp., a bank holding company, to acquire substan- 
tially all of the shares of a new bank to be established in the May- 
fair area of Wauwatosa, a suburb of Milwaukee. The Board 
indicated that even though the company’s system of banks ac- 
counted for one-third of all the banking offices in Milwaukee 
county and almost half the deposits in that area, the decisive factor 
in the overall consideration of the problem was the need for 
banking service in this new and growing suburb. It was pointed 
out that the residents of Mayfair “are entitled to the very 
considerable convenience that would result from the establishment 
of the proposed bank.” 
















Secured Transactions 


NORMAN REDLICH 


Competing Creditors—Priority among creditors was the most 
widely discussed issue in the secured transactions field in 1959." 
The competing claims of secured creditors as against the attach- 
ing creditors of the borrower were decided by the highest courts 
of Connecticut and Iowa.’ In the Iowa case the debtor had 
absconded and the attaching creditor argued that his lien was 
superior to that of a holder of an unrecorded chattel mortgage. 
The court interpreted the state recording statute as denying 
protection to unrecorded chattel mortgages only if the debtor- 
mortgagor remains in possession. Since the mortgagor had 
absconded, he was not in possession and the mortgage did not 
have to be recorded to be good as against an attaching creditor. 
The decision was contrary to prior Iowa case law* and seems 
inconsistent with the intent of the recording statutes which 
is to protect creditors against an unrecorded chattel mortgage 
unless the debtor has transferred possession to the mortgagee. 
The fortuity of the debtor’s departure from the state seems 
hardly a reason to protect the holder of an unrecorded chattel 
mortgage.* 

The capricious nature of the law in this field is further 
demonstrated by the Connecticut case in which a recorded con- 
ditional sales contract was held inferior to a creditor's attach- 
ment because the contract had left out the due date of the final 
installment. A state statute, which the court said must be strictly 
construed, makes conditional sales absolute unless “all condi- 
tions of such sale” are stated in writing.” A somewhat similar 
Norman Redlich is a Lecturer in Law at the New York University School of Law 
and a Member of the New York Bar. 

This article is reprinted in part with the permission of the editors of The NEW 
YORK UNIVERSITY LAW REVIEW. 

1 See Coogan, Article 9 of the Uniform Commercial Code: Priorities Among 
Secured Creditors and the “Floating Lien,” 72 Harv. L. Rev. 838 (1959); Notes, 45 
Va. L. Rev. 754 (1959); 68 Yale L.J. 751 (1959). 

2GMAC v. Cirone, 146 Conn. 64, 147 A.2d 481 (1958); Wilson v. Kelso, 92 
N.W.2d 392 (Iowa 1958). 

8 Young v. Evans, 118 Iowa 144, 92 N.W. 111 (1902); McKay v. Clapp, 47 
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4 See Comment, 44 Iowa L. Rev. 785 (1959). 
5 GMAC v. Cirone, 146 Conn. 64, 147 A.2d 481 (1958). 
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California case dealt with an automobile chattel mortgage 
which failed to comply with the statutory form requirements 
for mortgages. The court held, however, that the mortgagee’s 
compliance with the registration requirements of the Vehicle 
Code constituted sufficient notice to judgment creditors.° 

Most cases dealing with the competing claims of secured 
creditors and trustees in bankruptcy were decided on the basis 
of technicalities in the security agreement,’ or the form and 
time of recording® and raised no significant legal issues. In- 
conclusive and somewhat contradictory results were reached 
in a group of cases which examined the claims of secured 
creditors as against statutory and common law lienors such as 
repair men’ and landlords.” 

A frequent problem in secured financing is the double 
financing of the same chattel." A Missouri intermediate court 
allowed a conditional seller of a piece of restaurant equipment 
to prevail against a subsequent creditor who held a recorded 
chattel mortgage on other designated assets.” The court held 
that the conditional sales contract, even though unrecorded, was 
good as against general creditors, and the “after acquired prop- 
erty” clause in the recorded chattel mortgage could not create 
a lien on equipment purchased before the execution of the 
mortgage. 

Trust receipts usually present the most difficult problems 
involving competing secured creditors.* In Michigan a trailer 
dealer executed a trust receipt as security for the purchase price 
of a trailer, which was delivered to the dealer and subsequently 
resold in violation of the trust agreement. The dealer's sale 


6 Embree Uranium Co. v. Liebel, 169 Cal. App. 2d 256, 337 P.2d 159 (1959). 

7 Amberson Inv. Corp v. Fitzgerald, 266 F.2d 767 (10th Cir 1959); Matter 
of Willis, 173 F. Supp. 843 (D.N.J. 1959). 

8 Brown v. Atlantic Bank, 259 F.2d 920 (2d Cir. 1958); Matter of Billings, 
170 F. Supp. 253 (W.D. Mo. 1959). 

9 Colonial Fin. Inc. v. All Miami Ford, Inc., 112 So. 2d 857 (Fla. Dist Ct. 
App. 1959) (earlier lien of conditional sales contract superior to repairman’s lien); 
Gale & Co. v. Hooper, 323 S.W.2d 824 (Mo. Ct. App. 1959) (garageman’s lien 
superior to prior filed chattel mortgage on automobile). 

10 H.M. Stone v. Mainland Bank & Trust Co., 324 S.W. 2d 434 (Tex. Civ. 

App. 1959) (chattel mortgage lien superior to landlord’s lien). 

11 For current discussion of this problem, see Wienberg & Borowitz, The Ohio 
Uniform Trust Receipts Act, 19 Ohio St. L.J. 680, 697 (1958); Comment, 27 U. 
Cine. L. Rev. 422 (1958). 

12 Mohn v. Zahner Mfg. Co., 319 S.W.2d 18 (Mo. Ct. App. 1958). 

13 See discussion in Gilmore & Axelrod, Chattel Security, 57 Yale L.J. 517, 
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was conditional, and he then assigned the note and conditional 
sales contract to a bank. The court rejected the entruster’s 
claim that under the Uniform Trust Receipts Act he was 
entitled to the proceeds of the sale, and held instead that under 
section 9 of that act, the bank was protected both as a good 
faith purchaser of the note and as a purchaser of the conditional 
sales contract which is a “substitutionary entrustment,” capable 
of being sold to a good faith purchaser free of the entruster’s 
claim.** 

Good Faith Purchaser from the Borrower.—When good faith 
purchasers contest their claims against finance companies, the 
commodity involved is usually an automobile.” The extent to 
which the possession of a certificate of title by the lender is 
determinative of the rights of a good faith purchaser and the 
general uncertainty which prevails in nontitle states indicates 
the seriousness of the omission of a title registration section from 
the Uniform Commercial Code. 


In four cases involving title registration statutes, the right 
of a lending company holding a valid title certificate was 
upheld against the good faith purchaser from the borrower.” 
In Colorado the lien of an out-of-state mortgagee was upheld 
even though the Colorado certificate of title, which was based 
on a false affidavit, failed to show the prior lien. The Colorado 
court held that Colorado’s reason for protecting the foreign 
finance company was to encourage other states to require nota- 
tions of liens on certificates of title.” A Missouri intermediate 
court protected a chattel mortgagee even though the car was 
left in possession of a dealer to be sold. The mortgagee’s 
retention of the certificate of title, and the consequent inability 
of the dealer to provide it, was held to be sufficient notice to a 
761 (1948); Heindl, Trust Receipt Financing Under the Uniform Trust Receipts 
Act, 26 Chi.-Kent L. Rev. 197 (1948). 

14 Dart Nat'l Bank v. Mid-States Corp., 356 Mich. 574, 97 N.W.2d 98 (1959). 


See discussion of this problem in Weinberg & Borowitz, supra note 11, at 701. 
Section 9-308 of the Uniform Commercial Code adopts the rule of the Dart case. 

15See Note. 45 Va. L. Rev. 754 (1959). 

16 Bettis v. Manhattan Credit Co., 324 S.W.2d 352 (Ark. 1959); Federico 
v. Universal C.1.T. Credit Corp., 343 P.2d 830 (Colo. 1959); Bordman Inv. Co. v. 
Peoples Bank, 320 S.W.2d 72 (Mo. Ct. App. 1958); World Inv. Co. v. Kolburt, 
817 S.W.2d 697 (Mo. Ct. App. 1958). 

17 Federico v. Universal C.I.T. Credit Corp., supra note 16. 
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purchaser.* Not all states protect the mortgagee in this situa- 
tion since variations in each state’s registration statutes affect 
the notice attributable to a purchaser. An interesting case arose 
this year in Virginia where the automobile purchaser is normally 
protected against the lien creditor of a dealer.” In McQuay v. 
Mt. Vernon Bank & Trust Co.,” however, Virginia's highest 
court modified its rule and protected the bank on the grounds 
that it had no knowledge that the dealer would place the car in 
his stock for sale. 


Cases decided in Illinois and Texas indicated that in a title 
registration state the failure of the finance company to obtain 
the certificate of title when making the loan will usually result 
in the protection of the purchaser, since this failure usually 
enables the dealer to obtain a new title certificate omitting the 
lender's lien.” 


In jurisdictions where no title registration is required the 
cases indicate that a buyer from a dealer will be protected 
against the finance company, even though the security device 
is recorded.” In Wisconsin, however, a case arose in which a 
conditional vendee sold to a person who had actual notice of the 
rights of the conditional vendor though the contract was not 
recorded. This purchaser then sold to another party who had no 
notice of the original contract. The Wisconsin Supreme Court 
protected the assignees of the original unrecorded contract.” 
A strained interpretation of the Wisconsin recording statute 
was justified on the grounds that the third buyer could not have 
been helped by a recording of the original contract.** This 
explanation seemed spurious since it will also apply if the 
second buyer was without notice, and the court made it clear 
that if the second buyer had been innocent, the third would have 
been protected. 

18 Bordman Inv. Co. v. Peoples Bank, 320 S.W.2d 72 (Mo. Ct. App. 1958). 

19 See Boice v. Finance & Guar. Corp., 127 Va. 563, 102 S.E. 591 (1920). 

20200 Va. 776, 108 S.E.2d 251 (1959). 

21 Westlake Fin. Co. v. Oak Park Motors, Inc., 20 Ill. App. 2d 575, 156 N.E.2d 
600 (1959); Radcliff Fin. Corp v. City Motor Sales, Inc., 318 S.W.2d 12 (Tex. 
Civ. App. 1958). See Note, 11 Vand. L. Rev. 1830 (1958). 

22 Llewellyn Mach. Corp v. Miller, 108 So. 2d 916 (Fla. Dist. Ct. App. 
1958); Peoples Loan & Fin. Corp. v. McBurnett, 110 S.E.2d 32 (Ga. Ct. App. 
1959). Contra, GMAC v. Jenkins, 284 S.C, 394, 108 S.E.2d 578 (1959). 


23 Northern Discount Co. v. Luebke, 6 Wis. 2d 313, 94 N.W.2d 605 (1959). 
24 The court held that the second buyer who had notice of the conditional ven- 
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When Is a Loan a Loan?—In interpreting the Michigan tax 
on intangible property, that state's supreme court had to decide 
whether the refinancing of retail installment sales contracts, 
secured by chattel mortgages, constituted a sale or a loan. A 
Michigan finance company, which was refinancing its paper 
with an out-of-state firm, claimed that the security had been 
sold and couldn't be taxed by Michigan. The Michigan Supreme 
Court sensibly looked to the realities and held that, whatever 
the parties might call it, the indicia of a sale were lacking and 
that this was essentially a lending agreement.” 

Another recent case looking to the essential character of a 
secured transaction was decided by the tax court which held 
that the transfer of 500,000 dollars of individual assets to a 
corporation under a conditional sale was valid and the corpora- 
tion was thereby entitled to the interest deductions and a higher 
depreciation base.” There were practically no assets in the 
corporation other than the secured property, and the capital 
stock was valued at only 10,000 dollars, raising obvious “thin 
incorporation” questions. The tax court attached significance 
to the transferor’s reservation of a security interest, claiming 
that the assets were not subject to the risks of the business and 
were therefore not equity capital. Where the assets of the 
business consist almost entirely of secured property, however, 
it is difficult to see how the formal retention of a security 
interest effectively insulates these assets from business risks. 


BANKS AND NEGOTIABLE INSTRUMENTS 


Banks and Due Care.—One seldom finds startling develop- 
ments in the cases involving a bank’s duties toward its clientele, 
and 1959 was no exception. The importance of the decisions, 
however, lies in knowing the changing pattern of duties and 
obligations which courts impose on this key segment of the 
business community. 

An interesting Utah case, for example, held that a bank 
dor’s lien was not a “legal successor in interest” to the conditional vendee. There- 
fore, neither he nor the subsequent good faith purchaser could be protected. 


25 Central Discount Co. v. Department of Revenue, 355 Mich. 463, 94 N.W.2d 
805 (1959). 


26 ].I. Morgan, Inc., 30 T.C. 881 (1958). See Comment, 43 Minn. L. Rev. 837 
(1959). 
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which accepted the responsibility of paying monthly insurance 
premiums out of the insured’s account was under a duty to 
continue payments and was liable to the beneficiaries for its 
failure to honor monthly premium drafts of the insurance 
company, even though there was no privity between the bank 
and the beneficiaries.” 

Generally, the duties of banks were not so strictly construed 
during this survey period. In Romero v. Sjoberg the New 
York Court of Appeals held that a bank was authorized to pay 
savings account funds upon the presentation of a passbook 
and a power of attorney permitting the appointee to collect the 
depositor’s “debts.” A lower New York court required proof 
that a payee had been harmed before allowing recovery on 
checks which had been certified in error.” A bank in Missouri 
was protected when it allowed a mother to revert to herself a 
joint account which she had created with her son.” The 
court ruled that the joint account was established merely as a 
convenience to the mother with no donative intent. On the 
other hand, another Missouri court imposed liability on a bank 
for paying money into court under a garnishment based on a 
judgment against the husband only.” 

In two New York cases involving the obligations of collecting 
banks, the plaintiffs were denied recovery. One involved a 
promissory note where the collecting bank was held to have 
performed its duty to the payee when it gave due notice of 
dishonor to the forwarding bank rather than to the payee 
himself.** The other held that a payee who could not prove 
damages could not recover against the drawee-collecting bank 
even though the bank had violated instructions by waiting 
twenty-two days before sending notice of nonpayment.* This 
tendency to impose liability upon a bank only upon proof that 
its mistake actually caused a loss was demonstrated in another 

27 Walker Bank & Trust Co. v. First Security Corp., 341 P.2d 944 (Utah 1959). 

285 N.Y.2d 518, 158 N.E.2d 828, 186 N.Y.S.2d 246 (1959). 

29 Freistat v. Industrial Bank of Commerce, 18 Misc. 2d 420, 186 N.Y.S.2d 768 
(Sup. Ct., App. T., 2d Dep’t 1958) (per curiam). 

80 Clabbey v. First Nat'l Bank, 820 S.W.2d 738 (Mo. Ct. App. 1959). 

31 Hanebrink v. Tower Grove Bank & Trust Co., 321 S.W.2d 524 (Mo. Ct. 
App. 1959). 

32 Axinn & Sons Lumber Co. v. Meadow Brook Nat’l Bank, 187 N.Y.S.2d 239 


(Sup. Ct. 1959). 
83 Hoffower v. Pennsylvania Exch. Bank, 8 App. Div. 2d 585, 183 N.Y.S. 2d 
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New York case where a bank which paid a check on a closed 
account was allowed to recover from the payee on grounds that 
the payee had not altered his position as a result of the bank's 
error.”™* - 

Several cases ruled on the duty of the drawee bank promptly 
to return drafts or checks which it intends neither to accept nor 
pay. The Fifth Circuit Court of Appeals strictly interpreted 
a Florida statute requiring the bank to return the check by the 
end of the business day following its receipt.** Cases in Texas 
and Idaho exempted the drawee bank from the strict require- 
ments of the twenty-four hour rule on the oft-quoted rationale 
that the items were forwarded for collection rather than accept- 
ance.*° 

Banks and Forgeries.—In at least five jurisdictions, drawee 
banks were protected from liability despite the forged sig- 
natures of endorsers and drawers.” The Eighth Circuit Court 
of Appeals, for example, applied the rule that a bank will not 
be liable for payment on the forged endorsement of a payee if 
the money actually goes to the intended party, in this case a 
husband who forged the signature of his wife, the co-payee.* 
Another case was based on the depositor’s failure promptly to 
notify the bank of the forgery.*° A Florida court protected 
the bank by concluding that the check represented funds held 
“by the entirety,” thereby permitting payment to a husband 
who forged his wife's signature to a check representing pay- 
ment on the sale of real estate which they both owned.” 


Another method by which drawee banks avoid the hazards 
of payment on a forged document is to claim that the payee’s 
bank, which forwarded the document for payment, is not a 


620 (4th Dep’t 1959). 

34 Manufacturers Trust Co. v. Diamond, 17 Misc. 2d 909, 186 N.Y.S.2d 917 
(Sup. Ct., App. T., Ist Dep’t 1959). 

35 General Fin. Corp. v. Central Bank & Trust Co., 264 F.2d 869 (5th Cir. 1959). 

36 Fidelity & Deposit Co. v. Idaho Bank & Trust Co., 173 F. Supp. 70 (E.D. 
Idaho 1959); Tyler Bank & Trust Co. v. Saunders, 317 S.W.2d 37 (Tex. 1958). See 
Note, 38 Neb. L. Rev. 1053 (1959). 

87 Seaboard Sur. Co. v. First Nat’l City Bank, 15 Misc. 2d 816, 180 N.Y.S.2d 
156 (N.Y. City Ct. 1959); Gipson v. First Nat’l Bank, 97 N.W.2d 671 (N.D. 1959). 
See notes 38, 40, 42 infra. 

88 Commercial Credit Corp v. Empire Trust Co., 260 F.2d 132 (8th Cir. 1958). 

39 Gipson v. First Nat’] Bank, 97 N.W.2d 671 (N.D. 1959). 

40 Bello v. Union Trust Co., 267 F.2d 190 (5th Cir. 1959). 
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holder in due course. A Florida drawee bank invoked this 
argument unsuccessfully in attempting to recover the proceeds 
of a forged check which it had paid to the payee’s bank. In 
that case the Fifth Circuit Court of Appeals indicated that 
the negligence of the payee’s bank must be proved by something 
more than the fact that it had taken a check from a stranger.” 
However, using the familiar argument of estoppel, the Maryland 
Court of Appeals protected the drawee bank on the grounds 
that the drawer had made the forgery possible by the manner 
in which the checks were made out and by the prior history 
of similarly endorsed checks.” 

The forgery question, and the related issue of the fictitious 
payee, continued to evoke wide comment during 1959, and 
the cases indicate the prevailing lack of certainty, particularly 
when the forged item has been forwarded to the drawee bank 
by another bank under conditions where good faith is in ques- 
tion. A typical case decided in Kansas, however, indicates 
that when the drawee bank pays funds on a forged document 
directly to someone appearing to be a holder in due course, 
its likelihood of recovery is extremely remote.“ 

Defenses Against the Holder.—Suits by holders of negotiable 
paper were contested with the usual defenses. Foremost was 
the claim that the plaintiff was not a holder in due course,** a 
particularly troublesome issue when the plaintiff is the payee’s 
bank. Most courts hold that the mere crediting of the proceeds 
of a check to the account of a depositor does not make the bank 
a holder in due course. The North Carolina Supreme Court, 
however, held, that by permitting the depositor to utilize the 
proceeds in advance of collection, the bank “purchased” the 
check and became a holder in due course.** A similar result 

41 Riggs Nat’l Bank v. Dade Fed Sav. & Loan Ass’n, 268 F.2d 951 (5th Cir. 


1959). See cases cited notes 46-47 infra for related discussion of the status of the 
payee’s bank as a holder in due course. 


42 Glenn L. Martin Co. v. Fidelity-Baltimore Nat'l Bank & Trust Co., 218 Md. 
28, 145 A.2d 267 (1958). 

43 Notes, 86 Chi.-Kent L. Rev. 60 (1959); 33 St. John’s L. Rev. 105 (1958); 
82 Temp. L.Q. 182 (1959); Comment, 11 Okla. L. Rev. 433 (1958). 

on Kansas Bankers Sur. Co. v. Ford County State Bank, 338 P.2d 309 (Kan. 

1959). 

45 See Comment, 10 Mercer L. Rev. 211 (1958); 10 W. Res. L. Rev. 177 (1959). 

46 State Planters Bank v. Courtesy Motors, 109 S.E.2d 189 (N.C. 1959). 
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was reached by the court of appeals in Georgia.” The same 
court in another case discussed a common issue in this type of 
case: if the payee’s bank permits the payee to draw on un- 
collected funds, is not its claim to be a holder in due course 
somewhat marred, particularly if the payee’s financial condition 
and prior business dealings raised the possibility that the check 
might be dishonored?** Unless there was some evidence of bad 
faith, however, courts adhered to the rule that the bank gives 
value and becomes a holder in due course when it permits its 
depositor to draw against the uncollected funds.” 


The issuing of promissory notes to finance home loans gave 
rise to at least three appellate cases in which the home owner 
challenged the assignee of the notes as not being a holder in due 
course. Thus far, the courts have generally insulated the notes 
from the equities of the underlying home improvement contract 
and protected the plaintiff-finance company.” Other cases 
relating to holders in due course primarily raised issues of fact 
as to the holder’s actual or implied knowledge of any defects.” 


Accommodation and co-makers posed a variety of defenses 
against actions on negotiable paper. A California court held 
that a co-maker was not a surety and that the holder could 
proceed against him without first proceeding against the princi- 
pal maker.” Also rejected were the usual claims that the accom- 
modation endorser received no value;® that the plaintiff knew 
that the endorsement was for accommodation purposes 
only;™ and that the endorsement was given under the pressure 
of the maker’s threat to go bankrupt unless the accommodating 
party signed.” The ancient proverb still applied: “He that is 


47L.M. Pike v. First Nat’l Bank, 99 Ga. App. 598, 109 S.E.2d 620 (1959). 

48 Home Fin. Co. v. Bank of La Fayette, 99 Ga. App. 873, 110 S.E.2d 57 (1959). 

49 See Cases cited notes 40, 45, 47 supra. 

50 Mann vy. Andrus, 169 Cal. App. 2d 455, 337 P.2d 473 (1959); Stratford 
Factors v. Liboria, 6 App. Div. 2d 423, 178 N.Y.S.2d 703 (1st Dep’t 1958); Frank- 
lin Nat’l Bank v. Kinsey, 17 Misc. 2d 632, 183 N.Y.S.2d 891 (Sup. Ct. 1959). 

51E.g., Wright v. Hage, 214 Ore. 400, 330 P.2d 342 (1958); Gramatan Nat'l 
Bank v. Beecher, 146 A.2d 246 (Vt. 1958). 

52 Holtman v. Ledford, 170 Cal. App. 2d 482, 339 P.2d 150 (1959). 

53 Yost v. Morrow, 262 F.2d 826 (9th Cir. 1959); Howard v. Tarr, 261 F.2d 
561 (8th Cir. 1958). 

54 Culberson v. Hawkins, 321 S.W.2d 140 (Tex Civ. App. 1959). 

55 Kohen v. Crocker, 260 F.2d 790 (5th Cir, 1958). 
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surety for a stranger shall smart for it; and he that hateth surety- 
ship is sure.” 


UNIFORM COMMERCIAL CODE 


Connecticut’ and New Hampshire™ adopted the Uniform 
Commercial Code in 1959, joining Pennsylvania, Massachusetts 
and Kentucky. At least two other states, Ohio and Washington, 
considered the Code without taking affirmative action. It had 
been predicted that 1959 would be “‘Code Year’ in these 
United States.” The prediction was premature. 


56 Proverbs 11:15, quoted as introduction to article by Morris, Accommodation 
Parties to Negotiable Instruments, 61 W. Va. L. Rev. 83 (1959). 

57 Conn. Gen. Stat. Rev. § 42a (Supp. 1959). 

58 N.H. Rev. Stat. Ann. § 382A (Supp. 1959). 

59 Llewellyn, Why We Need the Uniform Commercial Code, 10 U. Fla. L. Rev. 
867, 381 (1957). 


OKLAHOMA DRIVE-IN BANK CONTROVERSY REPORTED 


A controversy has arisen between the Durant National 
Bank of Durant, Oklahoma and the Oklahoma State Banking 
Board over the establishment by the bank of drive-in banking 
facilities. The bank had filed applications with both the Comp- 
troller of the Currency and the State Banking Board. Last Feb- 
ruary the Comptroller gave his permission for the bank to 
establish the drive-in branch but when the State Banking Board 
announced it was to have a hearing on the subject, the bank 
sought to withdraw its application. This was denied and the 
Board ordered the bank to stop construction on the $90,000 
drive-in. 

The bank then filed suit in the federal courts to restrain the 
Oklahoma Board from taking action on the application and 
sought damages of $15,000 for the delays caused by the Board’s 
action. In bringing suit against the Board the bank has taken 
the position that the State does not have jurisdiction to pass 
on the application since the bank is a federally chartered institu- 
tion. 

The Board’s action in ordering the bank to stop construction 
resulted in part from the protest of the First National Bank 
of Durant which objected to the proposed drive-in on the ground 
that it would be only 634 feet from First National’s head- 
quarters. The State Banking Board will delay further action 
pending a ruling by the state Attorney General. 





BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 


Bank Allowing Immediate Withdrawal Ruled 
Holder in Due Course 


A general contractor engaged in the construction of a 
school drew and delivered a $10,000 check to one of its subcon- 
tractors in payment for services rendered by the subcontractor. 
The subcontractor endorsed the check “For deposit only” and 
deposited the check in its account with a bank. The deposit 
slip bore the following legend: “... This Bank acts only as 
depositor’s collecting agent . . . All items are credited subject 


to final payment and to receipt of proceeds of final payment in 
cash or solvent credits by this Bank at its own office . . .” 


The bank credited the amount of the check to the account 
of the subcontractor. Before the check reached the drawee 
bank the subcontractor had more than exhausted the credit 
resulting from the deposit of the $10,000 check. Upon presenta- 
tion to the drawee, payment of the check was refused because of 
a stop payment order issued by the general contractor. 


The bank sued the general contractor for the amount of the 
check. The general contractor claimed that the endorsement 
was a restrictive endorsement which destroyed the negotiable 
character of the check. It claimed that the bank was 
limited to such action as the subcontractor could bring against 
the general contractor and that the bank was subject to the same 
defenses that the general contractor could assert against the 
subcontractor. 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 645. 
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The court held that irrespective of the form of the endorse- 
ment and the language of the deposit slip the parties had the 
right to make their own contract with regard to the deposit 
as long as the rights of third parties were not injuriously affected. 
In affirming judgment for the bank against the general con- 
tractor, the court stated that the parties intended, in accordance 
with past practice, that the subcontractor might draw against 
the deposit immediately. The court held that the bank in 
allowing the subcontractor to do so became a holder of the 
check in due course and, as such, was not subject to the defense 
which the general contractor claimed to have against the sub- 
contractor. South End Bank and Trust Company v. Nasin, 
Supreme Court of Errors of Connecticut, 158 A. 2d 591. The 
opinion of the court follows: 


MELLITZ, A. J.—The defendant was the general contractor for the 
construction of a school in Hebron. Constructor’s Inc. was one of his 
subcontractors. On December 26, 1956, the defendant drew a check 
on the Willimantic Trust Company for $10,000 to the order of Con- 
structor’s Inc., in payient of services rendered on the school job, and 
delivered the check to the payee. Constructor’s Inc., endorsed the check 
“For deposit only, Constructor’s Inc.,” and deposited the check in its 
checking account in the plaintiff bank on December 27, 1956. The de- 
posit slip bore the following legend: “Items received for deposit or col- 
lection are accepted on the following terms and conditions. This Bank 
acts only as depositor’s collecting agent and assumes no responsibility 
beyond its exercise of due care. All items are credited subject to final 
payment and to receipt of proceeds of final payment in cash or solvent 
credits by this Bank at its own office. This Bank may forward items to 
correspondents and shall not be liable for default or negligence of cor- 
respondents selected with due care nor for losses in transit, and each 
correspondent shall not be liable except for its own negligence. Items 
and their proceeds may be handled by any Federal Reserve bank in 
accordance with applicable Federal Reserve rules, and by this Bank 
or any correspondent, in accordance with any common bank usage, with 
any practice or procedure that a Federal Reserve bank may use or permit 
another bank to use, or with any other lawful means. This Bank may 
charge back, at any time prior to midnight on its business day next fol- 
lowing the day of receipt, any item drawn on this Bank which is ascer- 
tained to be drawn against insufficient funds or otherwise not good or 
payable. An item received after this Bank’s regular afternoon closing 
hour or cut-off hour shall be deemed received the next business day.” 

Simultaneously with the deposit of the check, the plaintiff, despite 
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the recitals in the deposit slip, credited the account of Constructor’s 
Inc. with the amount of the check and gave it the right, without restric- 
tion or limitation, to draw immediately against the $10,000 credit. Be- 
fore the deposit of the check, the balance in the account of Construc- 
tor’s Inc. on December 27, 1956, was $331.02. Immediately after the 
account was credited with the $10,000, Constructor’s Inc. cashed a 
check for $5,000 drawn on the account to its order, and on the same 
day it cashed four more checks totaling $2817.14. The following morn- 
ing, December 28, it cashed a further check which more than exhausted 
the balance of the credit resulting from the $10,000 deposit. On many 
prior occasions the plaintiff had permitted Constructor’s Inc. to with- 
draw funds against uncollected checks it had deposited. The plaintiff 
forwarded the $10,000 check through the usual banking channels for 
collection. The check reached the plaintiff's correspondent bank in Bos- 
ton, Massachusetts, on December 28, 1956, and the Federal Reserve 
Bank in Boston on January 3, 1957. It was presented to the drawee, the 
Willimantic Trust Company, on January 8, 1957. The check was not 
paid. It was returned, reaching the plaintiff on January 7, 1957. The 
plaintiff then learned for the first time that a stop payment order had 
been issued by the defendant against the check. The defendant had 
notified the Willimantic Trust Company orally on December 28, and in 
writing on December 31, to stop payment, because he had learned on the 
afternoon of December 28 that Constructor’s Inc. had not paid some 
of its equipment suppliers. By the time the defendant stopped pay- 
ment on the check, the plaintiff had already paid out the entire amount 
of the $10,000 credit. 


The defendant makes the claim that the plaintiff was not a holder in 
due course because the endorsement “For deposit only” was a restrictive 
endorsement under § 39-87 of the General Statutes and, under the pro- 
visions of §§ 39-38 and 89-48, this restrictive endorsement destroyed the 
negotiable character of the check, limiting the plaintiff to such action as 
Constructor’s Inc. could bring and making the plaintiff subject to any 
defense valid as between the defendant and Constructor’s Inc. 


The issue here is not determined solely by the character of the en- 
dorsement or by the statements on the deposit slip. We need not decide 
whether the endorsement is restrictive within the meaning of § 39-37 
because the fact that an endorsement is restrictive does not necessarily 
prevent the endorsee from being a holder in due course. Brannan, Ne- 
gotiable Instruments Law (7th Ed. § 87. Irrespective of the language 
employed in the endorsement or on the deposit slip, the plaintiff and 
Constructor’s Inc. had a legal right to make their own contact with re- 
spect to the deposit, so long as the rights of third parties were not in- 
juriously affected and the contract was not contrary to law or public 
policy. State Planters Bank v. Courtesy Motors, Inc., 250 N.C. 466, 
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109 S.E.2d 189, 194; Old National Bank of Spokane v. Gibson, 105 Wash. 
578, 582, 179 P. 117, 6 A.L.R. 247. The legal effect of the deposit of the 
check, as well as the controlling factor determining the legal relationship 
of the parties, is to be found in their intent as disclosed by the circum- 
stances of the transaction at the time the deposit was made. Basset v. 
Mechanics’ Bank, 117 Conn. 407, 413, 168 A. 12. In accordance with the 
practice, which had prevailed on many prior occasions, of permitting 
Constructor’s Inc. to draw against deposits of checks yet uncollected, 
the proceeds of the check were made immediately available for with- 
drawal upon the deposit of the check by Constructor’s Inc. Under 
such circumstances, the presumption is that title to the check passed to 
the bank. Id. It became a holder for value in due course. General 
statutes, § 39-53; Lowrance Motor Co. v. First National Bank, 5 Cir., 238 
F.2d 625, 628; Campbell v. Noble-Trotter Rice Milling Co., 188 S.C. 
212, 224, 198 S.E. 378; Pike v. First National Bank, 99 Ga.App. 598, 606, 
109 S.E.2d 620; 6 Zollman, Banks and Banking § 3725. The facts and 
circumstances surrounding the making of the deposit indicated a clear 
intention by the parties that Constructor’s Inc. might draw against the 
deposit immediately, and it did so. The relationship between the parties 
was fixed by these unchallenged facts rather than by what appeared in 
the endorsement or on the deposit slip. When it was delivered by the 
defendant to Constructor’s Inc., the check was negotiable on its face. 
Constructor’s Inc. had the power to deliver it to the plaintiff, and the 
plaintiff could accept it for collection, or for credit to the account of 
Constructor’s Inc. with a right in the latter to draw against it im- 
mediately. It was competent for the plaintiff to waive the provision 
printed on its deposit slip to the effect that it was acting merely as col- 
lecting agent, and the plaintiff manifested by its conduct with relation 
to the deposit that it did so. Bassett v. Mechanics’ Bank, supra. 


The defendant put the check into circulation. Prior to receipt of no- 
tice that payment of it had been stopped, the plaintiff gave value and 
became the holder of the check in due course. The losses, if any, aris- 
ing from a default by Constructor’s Inc. in the performance of an obli- 
gation it owed the defendant must fall on the defendant. Continental 
National Bank & Trust Co. of Salt Lake City v. Stirling, 65 Idaho 123, 
130, 140 P.2d 230 149 A.L.R. 314. 


There is no error. 


In this opinion the other Judges concurred. 





BANK HOLDING COMPANY ACT 


Bank Holding Company Allowed to Control 
Insurance Agency 


Section 4 of the Bank Holding Company Act of 1956 pro- 
hibits a bank holding company from acquiring ownership or 
control of any voting shares of any company which is not a 
bank but provides that such prohibition does not apply to the 
shares of any company, all the activities of which are of a 
“financial, fiduciary, or insurance nature” and which the Board 
of Governors of the Federal Reserve System by order has deter- 
mined “to be so closely related to the business of banking or of 
managing or controlling banks as to be a proper incident 
thereto.” 

Applicant, a bank holding company which controlled four 
banks, applied to the Board for an order exempting it from the 
prohibition of Section 4 with respect to four non-bank subsidiary 
corporations controlled by it. 

The application was denied as to three of the four corpora- 
tions but was granted as to the fourth, First American Insurance 
Agency, Inc. The latter corporation was incorporated to engage 
exclusively in the conduct of an insurance agency. Prior to 
its incorporation, the insurance agency business carried on by it 
had been carried on by First American National Bank in Port 
Townsend, Washington, one of the banks controlled by applic- 
ant. A law in the state of Washington prohibited the operation 
of an insurance department as part of a bank in towns where the 
population was over 5,000 people. By 1952, the population of 
Port Townsend had increased to over 5,000 people and it was 
for this reason that the agency was incorporated. Stock in the 
agency was owned by the holders of the stock in the bank on a 
pro rata basis. 

The Board determined that the shares of First American 
Insurance Agency, Inc. were exempt from the prohibitions of 
Section 4 because it had been for some time the general practice 
in the area for banks to have a related insurance agency; bank 
employees operated the business of the insurance agency out 


NOTE —For similar decisions see B. L. J. Digest (Fifth Edition) § 119.5. 
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of the banking quarters; the operations of the agency were in- 
timately related to the operations of the bank and of benefit 
to them; a substantial part of the agency’s business was done 
with the customers of the bank although the bank did not 
require its customers to obtain their insurance needs through 
the agency; the banking authorities in the area permitted the 
practice without objection and the relationship of agency and 
bank was prevalent also among non holding company banks in 
the area. The Board concluded that all the activities of First 
American Insurance Agency were of an insurance nature and 
so closely related to the business of banking as to be a proper 
incident thereto. Matter of Requests of Union Bond and 
Mortgage Company, Federal Reserve Bulletin, February, 1960. 

The Report and Recommended Decision of the Hearing 
Examiner follows: 


REPORT AND RECOMMENDED DECISION 
STATEMENT OF THE CASE 

Union Bond & Mortgage Company, a duly registered bank holding 
company, herein called the Applicant, having filed with the Board of 
Governors of the Federal Reserve System, herein called the Board, under 
date of July 7, 1959, request for exemption from the prohibitions of 
Section 4 of the Bank Holding Company Act of 1956, pursuant to Sec- 
tion 4(c)(6) of said Act, with respect to four subsidiary companies here- 
after described, the Board duly provided for a hearing thereon in keeping 
with the requirements of the statute. Pursuant to appropriate notice 
the hearing was held in Seattle, Washington, on October 15, 1959, be- 
fore a duly designated Hearing Examiner. The Applicant and the 
Board—the latter in a nonadversary capacity—were represented at the 
hearing by counsel, and were afforded full opportunity to be heard, to 
examine witnesses, to introduce evidence, and to file proposed findings 
of fact, conclusions of law, and briefs. 

An order correcting inaccuracies in the transcript of record was 
entered on December 1, 1959, and one closing the hearing on December 
14, 1959. Thereafter, on December 23, 1959, an order was entered to 
receive exhibits in the record, filed by the Applicant subsequent to the 
closing of the hearing, it having been agreed by counsel for the Board 
and for the Applicant, during the course of the hearing, that such exhibits 
be filed subsequent thereto and prior to this Report. On December 29, 
1959, the Applicant filed its proposed findings of fact and conclusions of 
law, along with its brief, and on the same date counsel for the Board 
advised of their satisfaction with the same, and their decision not to file 
a statement or a brief as provided for in Rule V(b) of the Board’s Rules 
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of Procedure. To the extent consistent with the findings made below, 
the proposed findings of fact submitted by the Applicant are accepted. 

Upon the entire record in the case, giving consideration to the con- 
tentions of all parties of record, and their counsel, the brief filed by the 
Applicant, and from my own observation of the oral testimony and the 
exhibits offered, I make the following 


Finpincs oF Facr 
I. Introduction 

1. The particular sections of the Act here pertinent are as follows: 

“Sec. 4(a) Except as otherwise provided in this Act, no bank hold- 
ing company shall— 

“(1) after the date of enactment of this Act acquire direct or indirect 
ownership or control of any voting shares of any company which is not 
a bank, or 

“(2) after two years from the date of enactment of this Act or from 
the date as of which it becomes a bank holding company, whichever is 
later, retain direct or indirect ownership or control of any voting shares 
of any company which is not a bank or a bank holding company or en- 
gage in any business other than that of banking or of managing or con- 
trolling banks or of furnishing services to or performing services for any 
bank of which it owns or controls 25 per centum or more of the voting 
shares. 

oO o e ° 
“(c) The prohibitions in this section shall not apply— 
oO oO eo e@ 

“(6) to shares of any company all the activities of which are of a 
financial, fiduciary, or insurance nature and which the Board after due 
notice and hearing, and on the basis of the record made at such hearing, 
by order has determined to be so closely related to the business of bank- 
ing or of managing or controlling banks as to be a proper incident there- 
to and as to make it unnecessary for the prohibitions of this section to 
apply in order to carry out the purposes of this Act; ... .” 

2. Pursuant to Section 4(c)(6) the Applicant applied to the Board 
seeking a determination that all the activities of the four captioned sub- 
sidiaries, hereafter described, are of a financial, fiduciary, or insurance 
nature, and so closely related to the business of banking or of managing 
or controlling banks as to be a proper incident thereto and as to make it 
unnecessary for the prohibitions of Section 4 of the Act to apply in order 
to carry out the purposes of the statute. 

8. The Applicant, Union Bond & Mortgage Company, a Washington 
corporation, with its principal office and place of business in Port Angeles, 
Washington, is a bank holding company within the meaning of Section 
2(a) of the Act, and has duly registered as such with the Board. The 
Applicant controls four banks, to wit: 
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First National Bank in Port Angeles, Washington 

First American National Bank in Port Townsend, Washington 
Forks State Bank in Forks, Washington 

Bank of Sequim in Sequim, Washington 


It also controls the four captioned corporations, namely: Forks Build- 
ing Corporation; Peninsula Investment Company, Inc.; Citizens Build- 
ing Corporation; and First American Insurance Agency, Inc., the control 
of Citizens Building Corporation being indirect, as its control is vested in 
Peninsula Investment Company, which is in turn controlled by the 
Applicant. 


II. Findings with Respect to Forks Building Corporation, The Peninsula 
Investment Company, and Citizens Building Corporation 


1. Forks Building Corporation: The Applicant exercises manage- 
ment supervision of the Forks State Bank for which it is paid a manage- 
ment fee. These management responsibilities include the matter of 
securing a competent local manager of the bank. Forks is an isolated 
community. There is a shortage of suitable dwelling houses there, and 
it is deemed necessary to obtain living quarters for the bank manager 
in order to secure his services since he is reluctant to incur the obliga- 
tion involved in purchasing a home, and one to rent is difficult to find. 
The Forks Building Corporation was formed for the express purpose of 
acquiring a dwelling house and making it available to the manager on a 
rental basis. He is now renting the dwelling house belonging to the 
Corporation. 

2. Peninsula Investment Company, Inc.: This Corporation was orig- 
inally organized as the First National Bank Stockholders’ Fund, the prin- 
cipal activity of which was to purchase and take over from the First Na- 
tional Bank in Port Angeles its criticized assets. The Fund was subse- 
quently incorporated as the Peninsula Investment Company, Inc. It pur- 
chased the stock of the Citizens Building Corporation from the bank, 
along with other criticized assets. It also owns certain notes receivable 
which amount to approximately 23 per cent of its assets. 

8. Citizens Building Corporation: This Corporation is in the nature 
of a community project. It constructed and is now operating a hotel, 
known as the Olympus Hotel, which adjoins the main office of the First 
National Bank of Port Angeles whose banking premises were likewise 
constructed by Citizens Building Corporation. One important pur- 
pose in constructing the hotel was to improve the street on which the 
bank had made a substantial investment in its banking quarters. 

Citizens Building Corporation has an investment in a downtown 
parking association organized to develop a merchants’ off-street park- 
ing lot. This parking lot is contiguous to a drive-in branch of the First 
National Bank. 
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4. No evidence was offered at the hearing to support the Applicant’s 
contentions, made in the application, that activities of these three sub- 
sidiary corporations (Forks Building Corporation, Peninsula Invest- 
ment Company, Inc., and Citizens Building Corporation) were of either 
a financial, fiduciary, or insurance nature, from which the Board can 
determine the same to be so closely related to the business of banking, 
or managing or controlling banks as to be a proper incident thereto. 
On the other hand, the Applicant at the beginning of the hearing con- 
fessed that its evidence, if offered, would not support such contentions, 
and stipulated in the record that the facts pertaining to said subsidiary 
corporations do not warrant a determination that the retention of the 
stock of either entitles the Applicant to exemption from the prohibitions 
of Section 4 of the Act. It is therefore found as a fact, with respect to 
each of the three said corporations, that the Applicant is not entitled to 
exemption from the prohibitions of Section 4 of the Act. 


III. First American Insurance Agency 


1. The First American Insurance Agency (herein called Agency) 
was incorporated May 23, 1952. Its only function is to exclusively en- 
gage in the conduct of an insurance agency, writing fire insurance on 
buildings and other commercial property, and on dwellings; fire insur- 
ance, physical damage, public and personal liability policies on automo- 
biles; and various types of bonds, some marine and other miscellaneous 
types of insurance, and creditor's life insurance commonly used in con- 
nection with loan transactions. 

2. Prior to the incorporation of the Agency, an insurance business was 
carried on by the First American National Bank, in Port Townsend, and 
was an integrated part or department of the same from the formation 
of the bank in 1928 or 1929. From the beginning, the same type of in- 
surance business has always been carried on. A law in the State of 
Washington prohibits the operation of an insurance department as a part 
of a bank in towns where the population is over 5,000 people, and by 
1952 Port Townsend had increased to over such figure. It was for this 
reason that the insurance agency was incorporated. Since that time 
the population of Port Townsend has declined, and now it is again be- 
low 5,000 people. 

8. The stock in the Agency is owned by the shareholders of the First 
American National Bank on a pro rata basis of equal stock in the Agency 
to shares in the bank. There are 1,000 shares of capital stock outstand- 
ing in the Agency, and of this the Applicant owns its pro rata number, 
18 shares, or 31.8 per cent. Benjamin N. Phillips, president and majority 
shareholder of the Applicant, owns directly 170 shares, or 17 per cent 
of the stock in said Agency, and thus the Applicant and its president own 
488 shares, or 48.8 per cent of the total stock in the Agency. The re- 
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maining outstanding stock belongs to the remaining stockholders of 
the bank. 


4. The Applicant exercises management supervision over the First 
American National Bank for which it is paid a management fee, and the 
activities of the Agency constitute an important part of such supervision 
and management. 


5. When the Agency has incorporated, the insurance business as 
had been carried on by the bank from its formation did not change in 
mode, manner or place of doing business. The insurance business has 
always been, and is yet, conducted in the bank, by bank personnel, and 
the same office equipment has remained in use. The business of the 
Agency does not require the services of a full-time employee, and the 
assistant secretary of the bank, who previously handled the insurance 
for the bank, now continues handling it for the Agency. The same desk 
is used along the rail in the bank on the officers’ platform. The assist- 
ant secretary of the bank devotes part of her time to insurance business, 
and part to bank work, the latter consisting mainly of opening new 
accounts and handling general counter work. The kinds of insurance 
written and relationship of insurance written to bank customers re- 
mains identical. 


6. The Forks State Bank, and the Bank of Sequim are both affiliated 


subsidiaries of the Applicant. They are each State banks, and each of 
them has an insurance department that has operated for many years. 
Because of its experience through connections with these banks, the 
Applicant conducted a survey of a number of small independent banks 
around the Puget Sound area of the State of Washington, by sending a 
questionnaire to each of the members of the Puget Sound Independent 
Bankers Association to ascertain the status of each member bank with 
reference to insurance departments, or the affiliation of such a depart- 
ment with its related bank. The banks controlled by the Applicant 
were not included in the list of those to whom the questionnaire was di- 
rected. The questionnaire went to 19 of the 20 banks in the Association, 
and 15 responses covering 16 banks (one included two banks) were 
received. All but two of the banks reported that they had a related in- 
surance agency; two reported that they owned and conducted their own 
insurance business; two reported that a related insurance business was 
conducted by a corporation in which the stock was owned by stock- 
holders of their bank; and 10 banks reported that a related insurance 
agency business is conducted by officers or controlling stockholders of 
the bank. The answers to the questionnaires also contained comments 
indicating that a related bank insurance department or agency is deemed 
essential. The questionnaire was not sent to banks located in the larger 
cities such as Seattle, Tacoma, and Everett, as these banks are prohibited 
by law from having an insurance department, and only those banks com- 
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parable in operation to the ones affiliated with the Applicant, and in 
towns of similar size, were included. 

7. For the year ending December 31, 1958, the total premium volume 
of business written by the Agency was $25,209.55, and types of insurance 
and the aggregate amount of premiums are as follows: 
$ 9,917.36 


Automobile Physical Damage 

Automobile Liability 

Commercial Buildings—including equipment—Fire 
Dwelling Fire, including contents 

Personal Property Floater Policies 


Comprehensive Personal Liability, Garage Liability, 


Plate Glass, Misc. Liability and Bonds 
Marine Insurance 
Life Insurance 


Total premiums in 1958 derived from policies 
on properties securing bank loans, fire, 
automobile, marine and life—approx. 

Percentage of total premiums written in 1958 
on policies issued to other customers of the 
bank, including depositors— 

Percentage of total premiums on policies writ- 
ten for nonbank customers— 


division of the same is as follows: 

Automobile Physical Damage 

Automobile Liability 

Dwelling, including contents 

Commercial Building Fire, including equipment 

Stock 

Personal Property Floaters 

Equipment Floaters 

Comprehensive Personal—General, Garage, 
Misc. Liability, Plate Glass, and Bonds 

Marine Insurance 

Life Insurance 

Creditor’s Life—Insured Bank Loans 


Total premiums earned on policies written for 
bank customers during above 9-month 
period on properties securing bank loans 46.3% 


46.47% 


3.96% 


100.00% $25,209.55 


For the nine-month period, January 1, 1959-September 30, 1959, 
inclusive, the total premium volume amounted to $22,561.46, and the 


7,521.04 
997.54 
4,956.37 
188.50 


707.93 
673.81 
247.00 


$25,209.55 


49.57% $12,495.52 


11,715.53 


998.50 


$ 6,264.23 
4,810.69 
3,416.10 
4,440.05 

70.39 
20.00 
50.92 


943.75 
303.83 
106.05 
2,135.45 


$22,561.46 


$10,428.26 
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Total premiums earned on policies written for 

bank customers during above 9-month 

period when no loans were involved 51.0% 11,512.60 
Total premiums earned on policies written for 

non-bank customers during above 9-month 

period 2.7% 620.60 


100.0% $22,561.46 


The above percentages of insurance written for bank customers and 
nonbank customers, and the percentages of premiums from policies on 
property securing bank loans, are a fair representation of the same 
figures for any normal year of operation for the Agency since it was in- 
corporated, and for the insurance department of the bank prior thereto. 

8. Although it will accept insurance policies written by other agencies 
as collateral in connection with loans, and on property that is pledged as 
collateral, the decision of where to obtain the insurance being a matter 
for the bank customer to choose, yet the operation of this agency is a dis- 
tinct service to this bank. It makes readily available insurance policies 
in connection with loans, and this is important because the bank here 
involved is located in a small and isolated town. When other insurance 
companies are involved, it is difficult to get proper endorsements on 
policies such as “loss payable” clauses, when a loan is in the process of 
being closed. With other agencies there are delays which necessitate 
follow-up efforts, and require files to be left open, and on occasion 
bank examiners catch transactions where insurance coverage has not 
been completed. Such situations do not occur in regard to the involved 
bank, because this Agency is available right at the bank for use at any 
time, and information regarding insurance is immediately available at 
all times. As to the business the Agency does which is not connected 
with bank loans, the same is valuable for good relationships with cus- 
tomers of the bank. In this area of the State of Washington, in the typi- 
cal small town, it is customary for patrons of a bank to look to it for 
their insurance service. For these reasons, the operation of this Agency 
is a proper incident to the operation of the First American National Bank 
in Port Townsend. 

9. The investment in the Agency represents about one-half of one 
per cent of the total assets of the Applicant. 

10. There is no statutory provision or expressed policy against the 
operation of an insurance agency on banking premises in this area of 
the State of Washington, nor is there any against the same when it is 
operated for the benefit of a related bank, such as the First American 
National Bank in Port Townsend, and those banks which are members 
of the Independent Bankers Association referred to above. No objec- 
tion has been raised to this practice by any authority, although it has 
been long established. 
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Discussion OF IssuES 


There is no need to discuss the purposes of, or the activities of, Forks 
Building Corporation, Peninsula Investment Company, Inc., and Citi- 
zens Building Corporation. No issue arises with respect to these, and 
the findings of fact, in keeping with the record, show clearly that these 
subsidiary corporations do not come within the purport of the provisions 
of Section 4(c)(6). It is clear the Applicant is not entitled to exemp- 
tion from the prohibitions of Section 4 of the Act regarding its shares 
in these said corporations. 

The only remaining matter left for determination, and hence for dis- 
cussion, is that with regard to the Applicant’s retention of the shares of 
stock of First American Insurance Agency, Inc. We are concerned with 
whether pursuant to the provisions of Section 4(c)(6) of the Act, the 
Applicant is exempt from the prohibitions of Section 4, and thus can re- 
tain its shares. Pertinent sections of the Bank Holding Company Act 
have been previously quoted herein, and Section 4 thereof requires bank 
holding companies to divest themselves of their nonbanking interests, 
but under Section 4(c)(6) provides exceptions. The issues for determi- 
nation arise upon the application of the facts herein to the provisions of 
Section 4(c) (6), and such issues are as follows: 

1. Are all the activities of First American Insurance Agency, Inc. of 
a financial, fiduciary or insurance nature? 


2. If so, are they so closely related to the business of banking or of 
managing or controlling the First American National Bank as to be (a) 
a proper incident thereto, and (b) as to make it unnecessary for the 
prohibitions of Section 4 of the Act to apply in order to carry out the 
purposes of the Act? 

The first issue requires no discussion and suffice it to say that the un- 
contradicted testimony in the case, and the entire record before the 
Board, points to the certainty that all of the activities of the Agency are 
of an insurance nature. Insurance is its sole business. 

The second issue: The Board has set forth two general requirements 
to be met when applying the exemption with regard to insurance com- 
panies, They are 

A. The requirement of “proper incident.” The Board has stated 
that Section 4(c)(6) only intends to exempt those “nonbanking business- 
es that ‘usually’ or ‘naturally’ ‘depend upon’ or ‘appertain to’ the busi- 
ness of banking or of managing or controlling banks.” 

B. The Board has found a primary “purpose of this Act” to be the 
removal of potential sources of evil. This purpose has provided a help- 
ful guide in applying the requirements of Section 4(c)(6). The Board 
has found that if “a nonbanking business is a ‘proper incident’ to banking 
or to managing or controlling banks, that is, if it properly and ‘naturally 
appertains’ thereto, it is less likely to cause a bank to be influenced by 
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the ‘unnatural’ or extraneous considerations or temptations that are 
‘potential sources of evil’. . . ” (Transamerica Corp., F. R. BuLLetin, 
September 1957, p. 1014, 1016.) 

There is nothing in this case to indicate that there is any practice 

that is a potential source of evil, although the Board has stated that the 
sources of evil to which Section 4 is addressed are evils peculiar to 
banks in holding company groups. If a practice is common among both 
nonholding company banks and holding company banks, it would ap- 
pear to be outside the scope of this language. The Board takes this posi- 
tion in its decision in First Bank Stock Corporation, F. R. BuLietin, 
August 1959, at page 932, when it said: 
“However, Section 4 was clearly not intended to remove all potential 
sources of evil in the banking field; it was directed at those that may 
be said to arise from or be accentuated by, the operation of bank holding 
companies. Accordingly, it is important to determine whether a par- 
ticular type of relationship is peculiar to banks in holding company 
groups, or, on the other hand, is prevalent among both holding company 
and nonholding company banks. If the latter circumstance prevails, it 
suggests that any ‘potential evils’ that may be inherent in the relationship 
are not of the kind against which Section 4 of the Holding Company 
Act was directed.” 

This interpretation is pertinent to the case at hand because none of 
the methods and practices can be called evil or undesirable. The same 
activities are carried on by most of the non-holding company banks in 
the area where the Applicant, and this insurance agency, operate. 

Examination of cases dealing with the insurance activities before 
the Board brings to light the important factors that are relied on by 
the Board to determine whether or not the prohibitions of Section 4 
should apply to the given situation, and outstanding among the same 
are the following, put in question form: 

(1) Is it the general practice in the area for such banks to have a 
related insurance agency? (2) Has the practice been in existence for 
some time? (3) What is the physical relationship of the insurance 
agency to the bank; that is, does it operate out of the banking quarters? 
(4) Do bank employees also operate the insurance agency? (5) Are 
the operations of the insurance agencies intimately related to the opera- 
tion of the bank? (6) Is a substantial part of the business of the agency 
done with bank customers? (7) Is the maintenance of the agency 
deemed of benefit to the bank’s operation? (8) Are the bank customers 
required to obtain their insurance needs through the agency, or do they 
do so voluntarily? (9) Have the banking authorities in the area 
permitted the practice to continue without objection? (10) Is the 
relationship between insurance agency and bank peculiar to banks in 
holding company groups in the area, or is it prevalent also among non- 
holding company banks in the area? 
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In this case the evidence strongly supports a favorable answer to the 
Applicant upon all these questions. It is shown that most banks located 
in the area, in towns similar to Port Townsend, have either their own 
agencies or related agencies owned by stockholders, and that such has 
been the case for many years—in Port Townsend, at the bank of concern 
herein, since 1928 or 1929. The involved Agency is located right in the 
bank, operated by bank employees who divide their time between in- 
surance and banking matters. In 1958 the premiums on policies written 
by the Agency were 96.04 per cent of the total for bank customers, and 
49.5 per cent of the total was on property used as collateral for bank 
loans. For a nine-month period in 1959 (January 1 through Septem- 
ber 30), these percentages were 97.3 and 46.3, respectively, and the evi- 
dence reveals that such figures are fair examples of normal years. It is 
clear that the Agency benefits the bank and its customers by being 
readily available to prevent delays and to provide full insurance services 
in connection with loans, and for necessary endorsements. The testimony 
shows that the bank will accept insurance provided from other agencies, 
and that no effort is made to require bank customers to obtain their in- 
surance from this agency. There are no laws against this practice and 
no banking authorities have objected to operation of such a business 
in connection with the bank, and the practice is prevalent in the area 
amongst nonholding company banks. 

In other cases before the Board, it did not always find that every one 
of the above questions could be answered favorably in a given case, yet 
where most questions could be answered favorably it has found the pro- 
hibitions of Section 4 of the Act did not apply. The case at hand there- 
fore presents a more compelling reason for the relief from the prohibi- 
tions of Section 4. 

Dealing with the important question of a substantial part of insurance 
business being done with bank customers, a case in point is that of Bank 
Shares, Incorporated, F. R. Buttetin, August 1959, page 954. In this 
case the Hearing Examiner concluded that the companies involved (four 
agencies ) did not establish substantial connection with bank transactions 
to warrant an exemption. The percentages were, respectively, 16.1, 
21.8, 44.1, and 61.6. The Board said at page 957, in the BuLLETIN re- 
ferred to above, that: 

“The Hearing Examiner concluded in his Report (p. 962) that the 
percentages listed above do not establish a substantial connection with 
bank transactions sufficient to warrant an exemption. Statements made 
by the Hearing Examiner seem to suggest that a substantial portion of an 
organization’s activities must be directly connected with bank trans- 
actions in order to justify an exception and that anything less than a 
majority should not be considered ‘substantial’. (Hearing Examiner's 
Report, pp. 961 and 962). It is the Board’s view that Section 4(c) (6) 
does not make it necessary as a prerequisite to an exemption that a 
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majority of a company’s activities be directly connected with bank trans- 
actions. At the same time, the Board believes that there must be some 
direct and significant connection between a company’s activities and the 
business conducted by the related subsidiary banks in order to justify a 
conclusion that the requisite close relationship exists. What constitutes 
such a connection must, it is believed, depend upon all the facts of a 
particular case. Mere percentages alone should not be given controlling 
weight. They must be considered along with other pertinent factors 
suggesting a close relationship.” 

When the facts of this case are all considered, we find that the per- 
centages of this Agency’s business indicate clearly that a substantial por- 
tion is directly incident to the business of banking, and that the same is 
proper in every respect. Not only this, but every other factor points to- 
wards a proper incident of banking, closely related to the operation of 
the bank involved. 


Careful consideration of all facts and circumstances herein, in the 
light of the rulings of the Board in the cases referred to above, and in 
other cases not cited but which have been perused, leads to the conclu- 
sion that both the above issues should be answered favorably to the Ap- 
plicant, that is, that all the activities of First American Insurance Agency, 
Inc. are of an insurance nature, and that they are so closely related 
to the business of banking—the business of the First American National 
Bank—and managing and controlling the same, as to be a proper inci- 
dent thereto, and as to make it unnecessary for the prohibitions of Sec- 
tion 4 to apply in order to carry out the purposes of the Act. 

Upon the foregoing findings of fact, the entire record in the case, 
giving consideration to the brief filed by counsel for the Applicant, and 
in keeping with my own opinion as revealed in the foregoing discus- 
sion of the issues, I arrive at the following 


CONCLUSIONS OF LAW 


1. The activities of (1) Forks Building Corporation, (2) Peninsula 
Investment Company, Inc., and (3) Citizens Building Corporation are 
not within the purport of the provisions of Section 4(c)(6) of the Bank 
Holding Company Act of 1956, and the Applicant is not entitled to an 
exemption from the prohibitions of Section 4 of said Act. The applica- 
tion for such should be denied. 


2. The activities of First American Insurance Agency, Inc. are all 
of an insurance nature, and they are so closely related to the business 
of banking—the business of the First American National Bank—and the 
managing and controlling of said bank as to be a proper incident thereto 
and as to make it unnecessary for the prohibitions of Section 4 of the 
Bank Holding Company Act of 1956 to apply in order to carry out the 
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purposes of said Act. The application with respect to this Agency 
should be granted. 
I therefore make the following 


RECOMMENDATIONS 


That the Board of Governors of the Federal Reserve System— 

1. Enter an order determining the issues in this proceeding in ac- 
cordance with the findings of fact and conclusions of law made above. 

2. Deny the request of the Applicant, Union Bond & Mortgage Com- 
pany, for a determination that the shares of stock of Forks Building 
Corporation (BHC-51), Peninsula Investment Company, Inc. (BHC-52), 
and Citizens Building Corporation (BHC-53) are exempt from the ap- 
plication of the prohibitions of Section 4 of the Bank Holding Company 
Act of 1956, and require that Applicant divest itself of all such shares. 

8. Grant the application of the Applicant, Union Bond & Mortgage 
Company, in the case of the First American Insurance Agency, Inc. 
(BHC-54), and determine that the shares of such Agency are exempt 
from the application of the prohibitions of Section 4 of the Bank Hold- 
ing Company Act of 1956. 

Dated at Washington, D. C., this 11th day of January, 1960. 


(Signed) Epwarp H. McManan, 
Hearing Examiner. 


SAVINGS AND LOAN OFFICE CLOSED BY TEXAS 
COMMISSIONER 


On January 13, 1960 the Texas Supreme Court upheld the 
State Banking Commissioner's authority to approve or disap- 
prove the branch offices of savings and loan associations. 
Under this authority the Commissioner has recently ordered 
the closing of the Southwestern Savings Association’s Oak 
Forest Branch, while at the same time formally approving that 
Association’s three other suburban branches. The basis for 
ordering the closing of the Oak Forest branch was that it was 
too close to another association. Other branches of South- 
western are in competition with the branch offices of other as- 
sociations but not with the associations themselves and are 
consequently allowed to remain open. 
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Non-Banking Corporate Payee of Series of 
Discounted Notes Recovers Against Endorser 


Colonial Factors Corporation was the payee of 103 promis- 
sory notes aggregating in face amount the sum of $6,200. The 
series of notes represented a loan of $5,000 to the maker. 
Each note provided for the payment of attorneys’ fees and for 
interest in the amount of 6% per annum. Each was guaranteed 
by defendant by an endorsement which provided that upon 
default in payment of any note in the series, the remaining 
notes would be immediately due and payable. The notes were 
also secured by a mortgage on the fixtures and furniture in a 
restaurant operated by the maker of the notes. The first 
twenty-six notes were paid and upon default in payment of the 
twenty-seventh note, the payee declared the remaining notes 
due and brought an action against the defendant-endorser. 

The endorser argued that Section 18 of the New York 
General Corporation Law prohibited non-banking corporations 
from discounting notes and that all the notes, therefore, were 
void. The court, in affirming the judgment below for the payee, 
relied upon New York decisions which sustained the validity 
of notes discounted by non-banking commercial lenders under 
an exception in the statute for secured loans. The fact that 
interest was added in advance and expressed as part of the face 
amount of the note did not make the exception inapplicable. 

The court refused to accept defendant's argument that he, 
as endorser, was not liable for attorneys’ fees and quoted with 
approval the rule that the liability of a guarantor is measured 
by that of his principal “and will be so construed, unless a 
smaller or greater liability is expressly assumed by the guaran- 
tor.” 

The endorser also urged that the court below erred in 
allowing interest on the unpaid notes. The court construed 
the notes to provide for interest at 6% from the due date of 
each note and pointed out that no interest had been allowed 
upon the notes before they became due. The court stated that 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 472.1. 
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the notes were all properly declared due upon the default in 
payment of the twenty-seventh note and that under New York 
law the notes properly began drawing interest from that date 
at 6% even though the factoring fee be deemed a prepayment of 
interest to maturity. Straf v. Colonial Factors Corporation, 
United States Court of Appeals, Eighth Circuit, 273 F.2d 554. 
The opinion of the court follows: 


GARDNER, C.J.—This appeal is from a judgment in favor of 
appellee as plaintiff in an action brought by it to recover the balance 
due on some 103 separate promissory notes executed by White House 
Restaurant, Inc., a corporation whose entire capital stock was owned 
by appellant. The notes were secured by a chattel mortgage on the 
furniture and fixtures of a restaurant owned and operated by White 
House Restaurant, Inc., the maker of the notes. In addition to the chattel 
mortgage security, payment of the notes was guaranteed by appellant by 
endorsement on the back of each note as follows: 


“For value received, all the undersigned endorsers jointly and 
severally do hereby guarantee the payment of this note and do 
hereby agree that upon the default in the payment of this note 
or any one of the notes of this series that all the remaining notes 
or any part thereof shall at the option of the holder or holders 
thereof, immediately become due and payable without notice. 
The undersigned endorsers jointly and severally do hereby waive 
presentment, demand, protest, notice of protest, non-payment or 
dishonor and notice of the sale of any collateral security and do 
hereby authorize and consent to any extensions or extension in 
the time or times of payment, renewals and partial payments 
on the within note, without notice to the undersigned.” 


The first 26 of these notes were paid but default was made in the 
payment of the note falling due February 1, 1952, whereupon appellee 
declared default in respect to the remaining 77 notes, thereby accelerat- 
ing the due date in accordance with the provisions of the notes, and 
the mortgage securing same was thereupon foreclosed, at which sale 
the appellee purchased the mortgaged property for the sum of $1,500.00, 
there being no other bidders at the sale. Appellee as plaintiff then brought 
this action to recover from appellant as guarantor the entire balance due 
on all the notes guaranteed by him. Hereinafter, the appellant will be 
referred to as defendant and the appellee as plaintiff. 

Plaintiff's complaint was in conventional form. Defendant admitted 
the execution of the notes and his guarantee thereof but pleaded affirm- 
atively that the amount in controversy, exclusive of interest and costs, 
did not exceed $3,000.00, that the guarantee of the notes by the defendant 
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was without consideration, that the sale of the mortgaged property was 
invalid and the property sold was of a reasonable value sufficient to 
satisfy the debt due to plaintiff, that while the notes were executed for 
the aggregate sum of $6,200.00, in truth and in fact defendant loaned 
White House Restaurant, Inc., only the sum of $5,000.00, and that the 
notes so given provided for interest at 6% per annum, resulting in pro- 
vision to pay compound interest, in violation of the law of the State of 
New York, that the notes given by White House Restaurant, Inc., were 
discounted by plaintiff in violation of the law of New York and were 
therefore void, and that the notes were invalidated by the fact that a 
portion of the security for said notes was released without the consent, 
knowledge, or approval of defendant. 

The action was tried to the court without a jury. The answer having 
denied that the amount in controversy, exclusive of interest and costs, 
exceeded the amount of $3,000.00, the court, prior to hearing the action 
on its merits, considered and determined this issue in favor of plaintiff 
and in doing so the court held that: 


“From the pleadings on file, it is apparent that plaintiff, in 
good faith, stated a claim against defendant in excess of $3,000.00, 
the necessary amount in controversy, to give this Court jurisdiction 
over this action at the time it was commenced. Affirmative 
defensés such as asserted by defendant cannot convict plaintiff 


of a lack of good faith in asserting such claim. Defendant’s 
contention as to the ‘true value’ of the property turned over to 
plaintiff—rent advance’—‘protest fees—‘costs of sale’—and ‘attor- 
ney’s fees’ are all affirmative defenses which place those items of 
claimed credit as matters being in dispute between the parties. 
Neither in the pleadings nor pre-trial conference order does it 
appear that plaintiff concedes the validity of any such affirmative 
defenses. As a consequence, the jurisdiction of this Court, 
premised on diversity of citizenship and jurisdictional amount, is 
clearly present.” 


On the trial of the action on its merits the court held against defendant 
on his affirmative defenses, except that it heard testimony as to the true 
value of the chattels sold by plaintiff and also allowed defendant a 
credit of $24.30 on account of interest paid on the 26 notes paid at or 
before maturity prior to the commencement of the action. It then 
allowed credit for the actual value of the property foreclosed and for the 
$24.30 interest paid on the first 26 notes and then entered judgment 
against defendant for the balance due on the notes, including interest 
and attorney fees, in the sum of $3,442.28. 

Defendant seeks reversal on substantially the following grounds: 
(1) the court erred in refusing to find as a matter of law that the notes 
are void and unenforceable as a violation of the New York statutory 
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prohibitions against the discounting of notes by non-banking corpora- 
tions, (2) the court erred in refusing to make the following fact findings: 
(a) that Colonial Factors Corporation is not organized under the banking 
laws of the State of New York, (b) that the factoring fee of $1,200.00 
exacted by Colonial Factors Corporation was a charge of interest, (3) 
the court erred in failing to credit defendant, as guarantor of the notes, 
with the sum of $355.00 applied by plaintiff on rent payments, (4) the 
court erred in allowing attorney fees in the amount of $317.35, (5) the 
court erred in both charging defendant with interest on the balance due 
on the notes and refusing to credit defendant with the $1,200.00 factor- 
ing fee, and (6) the court erred in refusing to dismiss the plaintiff's 
complaint for want of jurisdiction since the amount actually in contro- 
versy, exclusive of interest and costs, is less than $3,000.00. 

We shall first consider the contention that the trial court was without 
jurisdiction because the amount in controversy, exclusive of interest 
and costs, was less than $3,000.00. The amount in controversy is 
ordinarily to be determined by the allegations of the complaint rather 
than the amount that may actually be recovered. It is generally held 
that where the complaint specifically alleges an amount in controversy, 
exclusive of interest and costs, in excess of $3,000.00, that is sufficient 
to confer jurisdiction on the court unless the allegations are made in 
bad faith. The trial court considered this question prior to trial of 
the action on its merits and found that the allegations in the complaint 
showing the amount in controversy were made in good faith. The 
general rule is stated in 36 C.J.S. Federal Courts § 310(d) (2), p. 537, as 
follows: 


“Primarily the amount in controversy must be determined from 
the initial pleading. Unless the law gives a different rule the 
specific amount demanded or claimed in good faith by plaintiff in 
an action on a money demand or sounding in damages, or the 
alleged value of the property or right involved, is, in the first 
instance, regarded as the amount in dispute for jurisdictional pur- 
poses, even though the existence of a valid defense is apparent 
from the complaint itself, or is pleaded by defendant . . . .” 


In determining this question we need not consider the defenses urged 
and we accept the finding of the trial court that the allegations as to 
the amount in controversy as disclosed by plaintiff's complaint were made 
in good faith. 

The transactions giving rise to this litigation occurred in the State 
of New York and it is agreed that their validity is dependent upon the 
law of that state. Based upon statutes of the State of New York, cited as 
New York Banking Law, McKinney's Consol.Laws, C, 2, Sec. 131, Sub. 1, 
and New York General Corporation Law, McKinney's Consol.Laws, 
C. 23, Sec. 18, defendant contends that the notes in controversy are void 
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and unenforceable because plaintiff was a non-banking corporation. 
It is his contention that the statutes of New York in effect at the time of 
the loan prohibited non-banking corporations from making such discounts 
and declared the notes involved in such transactions to be void. Sec. 
18 of the General Corporation Law, supra, however, so far as here 
pertinent reads as follows: 


“No corporation, domestic or foreign, other than a corporation 
formed under or subject to the banking laws of this state or of the 
United States, and except as therein provided shall by any 
implication or construction be deemed to possess the power of 
carrying on the business of discounting bills, notes or other 
evidences of debt, of receiving deposits, of buying and selling 
bills of exchange, or of issuing bills, notes or other evidences of 
debt for circulation as money, or of engaging in any other form 
of banking: . . . provided further that engaging in the business of 
loaning money in this state on bonds, notes or other evidences 
of indebtedness, secured by deeds of trust or mortgages upon real 
property or personal property situated in, upon or appurtenant 
thereto, and/or purchasing of or otherwise acquiring existing 
bonds, notes or other evidences of indebtedness, deeds of trust or 
mortgages of or upon such properties, or any interest therein, and 
the holding of the same, or the endorsing, selling, assigning, 
transferring or disposing of the same to another corporation, by a 
domestic business corporation, or by a foreign corporation 
which has obtained from the secretary of state a certificate 
authorizing it to transact business in this state, shall not 
be deemed or construed to violate any of the provisions of the 
banking law.” 


Defendant relies strongly on Miller v. Discount Factors, Inc., I N.Y.2d 
275, 152 N.Y.S.2d 273, 135 N.E.2d 33. However, in the Miller case 
the notes involved were not secured by mortgage. In Antipyros Co. v. 
Samuel Breiter & Co., 8 Misc.2d 310, 165 N.Y.S.2d 976, 977, affirmed 
4 A.D.2d 941, 167 N.Y.S.2d 1002, the court, in holding the discounted 
notes secured by mortgage taken by a non-banking corporation valid, 
distinguishes the Miller case. In the Antipyros case, plaintiffs were the 
corporate maker and the individual guarantor of promissory notes. The 
action in the Antipyros case was “brought for a judgment declaring 
chattel mortgages and promissory notes, as well as the guarantee of 
the individual plaintiff to be void and invalid.” To like effect is the 
decision in Amherst Factors, Inc. v. Kochenburger, 4 N.Y.2d 203, 173 
N.Y.S.2d 570, 149 N.E.2d 863, affirming 4 A.D.2d 745, 164 N.Y.S.2d 815, 
817, wherein it is said, inter alia: 


“In our opinion, the transaction came within the exception, 
and the notes and mortgage are enforceable.” 
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In New York Credit Men’s Adjustment Bureau v. Samuel Breiter 
and Co., 2 Cir., 253 F.2d 675, 677, the U. S. Court of Appeals for the 
Second Circuit, in a very exhaustive opinion, reviews the decisions of 
New York bearing on the question here involved. That Court sus- 
tained the validity of notes discounted by a non-banking commercial 
lender under circumstances not unlike those existing in the instant case. 
In the course of that opinion it is among other things, said: 


“Regardless of the wisdom of not allowing recovery against 
the maker or endorser on an unsecured loan where the lender has 
charged a flat sum included in the face of the note for the cost 
of the money in place of charging at a percentage rate, such a 
distinction loses all validity in the case of a secured transaction. 
. . . Appellant argues that the exception in section 18 merely 
permits the making of non-discounted loans and that ‘It had 
nothing to do with separate and distinct banking power to 
make “discounts” on such loans in violation of the Banking Law.’ 
But a corporation ‘engaging in the business of loaning money’ on 
secured evidences of indebtedness would in the normal course 
of business make loans to which interest and other charges would 
be added. There would appear to be no reason for engrafting 
onto this exception a restriction prohibiting the expression of 
interest and other charges in a lump sum and within the face 
amount of the note. Such a transaction would not fall within the 
category of a discount even though the amount received in relation 
to the note given might be the same. Appellant's argument 
is not a new one, and has already been presented to and rejected 
by New York courts. Amherst Factors, Inc. v. Kochenburger, 
1957, 4 A.D2d 745, 164 N.YS.2d 815; Williams- 
Dexter Co. v. Dowland Realty Corp., supra. [259 N.Y. 581, 182 
N.E. 189]. ... The exception in section 18, enacted in 1935, 
merely codified the existing law on secured transactions. Prior 
case law made no distinction between real or personal property as 
security (Pratt v. Eaton, supra [79 N.Y. 449]; Duncomb v. New 
York H. & N. R. Co. 84 N.Y. 190), and upheld the validity of se- 
cured loans even where the notes had been discounted. As the 
court noted in Antipyros Co. v. Samuel Breiter & Co., Inc., 1957, 8 
Misc.2d 310, 165 N.Y.S.2d 976, affirmed 4 A.D.2d 941, 167 N.Y.S.2d 
1002, in holding that discounted notes secured by a chattel mort- 
gage were not void, there can be no rational reason for drawing a 
distinction based upon the type of security underlying the notes. 

In Amherst Factors, Inc. v. Kochenberger, supra, . . . the 
precise reason given by the Appellate Division for enforcing the 
discounted notes as well as the security was that ‘the guarantee 
and mortgage were executed simultaneously with the making 
of the loan and discount and as part of a single transaction.’ 
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So here the notes, made at the same time as the loan and mort- 
gage, merely evidenced the total amount due, consisting of prin- 
cipal, interest and charges, and fixed the dates of the various install- 
ment payments. Thus they, too, were a ‘part of a single transac- 
tion.’ While the transaction in the Amherst Factors case involved 
real property security, as pointed out above, no different result 
should be reached where the security is personalty (Wolf v. Aero 
Factors Corp., supra [D.C., 126 F.Supp. 872]; Antipyros Co. v. 
Samuel Breiter & Co., Inc., supra). 

“For years the practice of lending money against security 
has been carried on by non-banking institutions. Naturally, 
where loans are made to companies of questionable financial 
standing, as is so evident here, the risks are great and the lender 
will exact high interest and impose other charges. But whether 
the interest is added in advance or is called a discount affects 
neither the interest rate nor the morals of the transaction.” 


We are in accord with the views expressed by the Court in New York 
Credit Men’s Adjustment Bureau v. Samuel Breiter and Co., supra. The 
notes here in question are valid and enforceable. 

Defendant sold the mortgaged property under contract and ceased 
to have management or control thereof. Following this change a fire 
occured, damaging the property which was covered by insurance. The 
fire loss was adjusted by the payment of $450.00 in the form of a check 
to White House Restaurant, Inc. and plaintiff. Plaintiff received the 
check with a written authorization from the manager of White House 
Restaurant, Inc. to apply the funds to rent. Of this amount, $355.00 
was paid as rent on the building in which the chattels were located and 
the balance applied to reduce the indebtedness. It is the claim of de- 
fendant that this resulted in a partial release of the collateral security. 
We cannot agree. As said by the trial court: 


“Upon receipt of Exhibit 3 by plaintiff, plaintiff was entitled 
to apply the proceeds of the remittance made therein in accordance 
with the instructions of White House Restaurant, Inc. Assum- 
ing that the check forwarded to plaintiff represented the proceeds 
of insurance . . . and that by the provisions of the chattel mort- 
gage plaintiff had an interest in such proceeds, yet plaintiff 
could have accepted such check, payable as it was to the parties 
jointly, and applied the proceeds thereof as agreed between 
them, without in anywise releasing defendant on his guarantee. 
Defendant did not guarantee the payment of the mortgage debt 
according to the terms of the chattel mortgage, Plaintiff's Exhibit 
1. His guarantee was to the ‘payment of this note’ which we hold 
is a valid obligation under New York law.” 

It is contended that defendant as endorser and guarantor of the notes 
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did not thereby become liable for attorney fees. As has been observed, 
his guarantee was for payment of the note and the note provided for 
the payment of attorney fees under certain conditions. The obliga- 
tion of the guarantor was the same as that of the maker of the note. 
Cross v. Rosenbaum, 7 Misc.2d 309, 161 N.Y.S.2d 337, 338; Townsend v. 
Alewel, Mo.App., 202 S.W. 447; 7 Am.Jur. 868, Bills and Notes, Sec. 
141. The rule is succinctly stated in Cross v. Rosenbaum, supra, where 
it is said: 
“The liability of the guarantor is measured by that of the 
principal and will be so construed, unless a smaller or greater 
liability is expressly assumed by the guarantor.” 


It is urged that the court erred in allowing interest on the unpaid 
notes. No interest was calculated on these notes before due. They 
were all properly declared due on default and the charge of interest 
after maturity did not, as a matter of law, amount to the collection of 
interest upon interest. As pointed out by the trial court: 


“The Court declares the law to be: . . . The notes here in 
suit, providing for the payment of a specified sum on a due date 
and ‘value received with interest at 6%’ should be construed to 
provide for the payment of interest from due date of each note, so 
that the notes may not savor of usury or the payment of interest 
on interest.” 


As has been observed, upon default on any note all the unpaid notes 
matured and became immediately due and payable. The entire debt 
was liquidated upon such default on February 1, 1952, and began 
drawing interest from that date at the rate of six per cent, as computed 
by the trial court, even if under the applicable New York law, the fac- 
toring fee be deemed a prepayment of interest to maturity. Alperstein 
v. National City Bank of New York, 201 Misc. 47, 103 N.Y.S.2d 930. 

We have given consideration to all other contentions urged by de- 
fendant but think them without merit. The judgment appealed from is 
therefore affirmed. 


BANKING DEPARTMENT UPHOLDS OUSTER OF SAVINGS 
BANK TRUSTEE 

The Superintendent of Banks in New York has recently 
upheld the action of the trustees of a New York savings bank 
in ousting a fellow trustee who was charged with interfering 
with the “orderly operation of the bank by dictatorial and un- 
reasonable demands upon the officers.” The ousted trustee who 
has threatened court action to overturn the superintendent's 
ruling has indicated that he believes the right of a trustee to 
inquire into the conduct of a bank’s affairs is at issue. 
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Bank Which Paid Its Cashier’s Check With Missing 
Endorsements Recovers from Bank Cashing Check 


A bank which issued a cashier's check drawn to the order 
of three payees brought suit against a bank which cashed the 
check upon the endorsement of only one of the payees. As 
its primary defense the cashing bank urged that the issuing 
bank, as drawee was negligent in honoring the check with two 
missing endorsements. The cashing bank also urged that the 
failure of the issuing bank to notify it of the missing endorse- 
ments for six months barred recovery. The court below 
awarded judgment to the issuing bank for the amount of the 
cashier's check and the judgment was affirmed on appeal. 

The appellate court concluded that a drawee as well as a 
damaged payee has a cause of action against a cashing bank 
for damages sustained by reason of the cashing bank's failure 
to obtain the endorsements of all the co-payees. 

Tentatively analogizing the instant case to the case of a 
forged payee’s endorsement the court adopted the rule that 
in the absence of actual fault on the part of the drawee, its 
failure to observe the absence of a payee’s endorsement will 
not preclude recovery by the drawee against the cashing bank. 

The court also held that the failure of the bank which issued 
the cashier's check to discover the missing endorsements for six 
months did not bar recovery because that failure did not induce 
the cashing bank in the first instance to cash the draft nor did 
such failure result in any change of position by the cashing bank 
to its detriment. United States Fidelity & Guaranty Company 
v. Peoples National Bank of Kewanee, Appellate Court of IIli- 
nois, Second District, Second Division, 164 N.E.2d 497. The 
opinion of the court follows: 


SOLFISBURG, P.J.—This is an appeal arising out of an action at law 
for damages brought by United States Fidelity & Guaranty Company, a 
Maryland corporation (hereinafter referred to either as plaintiff or as 
USF&G) against Peoples National Bank of Kewanee, a United States 
banking corporation (hereinafter referred to as defendant or bank), 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 1244. 
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based on the cashing of a draft drawn by the plaintiff's adjuster on 
plaintiff's treasurer at Baltimore, Maryland, payable through the First 
National Bank of Baltimore, Maryland. The cause was heard by the 
court sitting without a jury upon the complaint of the plaintiff, the 
answer of the defendant and the reply of the plaintiff. Judgment was 
entered in favor of the plaintiff and against the defendant for $2,241.84 
by a judgment order which recites that the court found the issues for the 
plaintiff. This appeal followed. 


The complaint of the plaintiff consisted of three counts. Count I 
of the complaint alleged the following facts: Plaintiff was the insurer 
of one Willis E. Moden on a policy of insurance providing, among other 
things, for coverage upon a certain tractor for damage caused by 
malicious mischief; on April 16, 1954, Moden’s tractor was damaged 
by malicious mischief and plaintiff arranged with Roesch-Zeller, Inc., 
at Springfield, Illinois, to make the repairs which cost $2,241.84; on 
June 1, 1954, plaintiff mailed the draft in question to Willis E. Moden, 
payable to the order of Moden, Roesch-Zeller, Inc. and Enright Coal 
Company; on June 9, 1954, Moden presented the draft to defendant 
bank with only his name endorsed on the back thereof; the defendant 
bank credited to the account of Moden the sum of $2,316.84 and there- 
after honored checks drawn by Moden on the defendant bank for 
various sums totaling $2,316.84; plaintiff promised Roesch-Zeller, Inc. 
to pay for the repair of said tractor and did so on or about May 26, 1955, 
to the damage of the plaintiff; the plaintiff is entitled to the recovery 
of the sum of $2,241.84 plus interest at 5% per annum, pursuant to 
Chapter 74, Section 2, Ill.Rev.Stats. Count II of the complaint repeated 
all of Count I and in addition alleged that Roesch-Zeller, Inc. on May 
26, 1956, assigned to plaintiff all of its rights to said draft. Count III 
repeated all of the allegations of Count I and in addition averred that 
defendant endorsed on said draft before collection “Pay to the order of 
any bank or bankers. All prior endorsements guaranteed”. Count II 
and Count III prayed judgment in the same amount demanded in 
Count I. In its answer, defendant bank admitted collecting the draft and 
paying the proceeds to Moden and also, by way of affirmative defense, 
alleged the negligence of the plaintiff in several respects. The negligence 
charged was chiefly with regard to payment of the draft without objection 
to the absence of any endorsements and the failure of plaintiff to notify 
defendant of any objections until February, 1955. Defendant charged 
that it relied on the payment by plaintiff in honornig checks by Moden 
and was thereby damaged. 


A considerable portion of defendant's brief is devoted to argument 
that plaintiff's complaint is based upon the theory of payment of monies 
under a mistake, for which, according to defendant’s argument, plain- 
tiff is not entitled to recover. The plaintiff takes the position that Count 
I of its complaint presents a direct action by the drawer-drawee for 
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common-law conversion against the cashing bank for failure to obtain 
endorsements of all named payees; that Count II states a cause of 
action for common-law conversion against the cashing bank by the 
damaged co-payee, Roesch-Zeller, Inc., which did not endorse the draft 
in question; and that Count III is a cause of action based upon the 
warranty contained in the endorsement guaranteeing all prior endorse- 
ments. While the decided cases on this subject base recoveries upon a 
variety of theories, including those contended for by the parties here, 
upon present day concepts of pleading this court will look to the 
substance of the allegations of the complaint rather than to any tech- 
nicalities of the now long-abolished forms of action. Suffice to say, 
numerous decisions of appellate tribunals of this state, as well as foreign 
jurisdictions, permit recoveries by the drawee against the cashing bank 
in cases of this general kind. The fact that the drawee is also the drawer 
of the instrument should make no difference in that regard. 


The defendant in its brief and argument is compelled to acknowledge 
its fault in failing to secure the endorsements of the payees, Roesch- 
Zeller, Inc. and Enright Coal Co., before cashing the draft in controversy. 
The applicable section of the Illinois Negotiable Instruments Act (which 
is identical with Section 41 of the Uniform Negotiable Instruments 
Act) provides: “Where an instrument is payable to the order of two or 
more payees or indorsees who are not partners, all must indorse unless 
the one indorsing has authority to indorse for the others”, Chapter 98, 
Section 61, Ill.Rev.Stats. The decision in this case would be rendered 
simple were it not for the certain facts with regard to the conduct 
of the plaintiff insurance company, and to those facts we shall advert 
shortly. Although decisions involving so-called “missing endorse- 
ments” are few and although no reviewing court in_ Illinois 
has considered such a case, the Illinois decisions involving forged 
endorsements and other irregular endorsements provide settled authority 
for the rule that one called upon to act upon the faith of a written 
instrument, including an endorsement of commercial paper, must 
ascertain its genuineness at his peril. The principle rests in public policy 
and has been universally considered necessary for the security of com- 
mercial transactions, Jackson Paper Mfg. Co. v. Commercial National 
Bank, 199 Ill. 151, 65 N.E. 136, 59 L.R.A. 657; Hamlin’s Wizard Oil Co. 
v. United States Express Co., 265 Ill. 156, 106 N.E. 623; Geske v. 
State Bank of Heyworth, 273 Ill.App. 294. The soundness of this 
principle cannot be seriously questioned. The absence of an endorse- 
ment by the holder is, in our view, more serious than a forged endorse- 
ment for the reason that the former is easily discernible while the latter 
is the result of an error in the identification of the payee. If, as has 
been said, it is the duty of the cashing bank to know to a positive 
certainty the identification of the payee or the payees named therein and 
its failure so to do imposes a duty of reimbursing the drawee, it seems 





MISSING ENDORSEMENTS 511 


abundantly clear that the failure to secure the endorsement of all the 
payees imposes an even greater duty on the cashing bank. While the 
defendant bank in this case seeks to find a defense in the position that 
it was merely acting as an agent for collection on behalf of its depositor, 
Moden, the record herein and the authorities indicate that in fact 
this was a deposit available for immediate withdrawal and not a true 
collection. Finally, it is our conclusion that the rule is that a drawer- 
drawee and a damaged payee each has a cause of action against a cashing 
bank for damages sustained where the cashing bank fails to obtain the 
endorsements of all co-payees on a check or draft, Gustin-Bacon Mfg. 
Co. v. First National Bank, 306 Ill. 179, 137 N.E. 793; Independent 
Oil Men’s Association v. Fort Dearborn National Bank, $11 Ill. 278, 
142 N.E. 458; see also American National Bank of Denver v. First 
National Bank, 1954, 130 Colo. 557, 277 P.2d 951. 


Turning now to a consideration of the matters of defense raised by 
defendant bank, the defendant first contends that the manner in which 
the names Roesch-Zeller, Inc. and Enright Coal Company were typed 
on the draft following the name of Moden created a question as to 
whether the two companies were payees or part of the address. The 
draft in question is photocopied in the abstract. The most hasty in- 
spection of it reveals that this contention of defendant has nothing to 
recommend it. Equally unavailing as a defense is the claim of the 
defendant that plaintiff was negligent in delivering the draft to Moden 
and not to the other payees. This same argument under similar facts 
was made in Ryhiner v. Feickert, 92 Ill. 305, and Hoffman v. First 
National Bank, 299 Ill.App. 290, 20 N.E.2d 121, where the issue was 
decided adversely to defendant's contention. These courts pointed 
out that ordinary commercial practice requires the delivery of an 
instrument to but one of the payees. 

More substantial is the defendant's charge, first, that payment of the 
draft by plaintiff without objection constituted negligence sufficient to 
bar a recovery, and secondly, failure to notify the defendant of objections 
for a period of six months constituted negligence or fault which should 
preclude a recovery by the plaintiff. 

The authorities in Illinois, as well as in other jurisdictions, cannot be 
said to be completely harmonious regarding the duty of a drawer or a 
drawee to discover a forged, irregular, or defective endorsement and 
their duty to give notice of the same, but from them certain basic prin- 
ciples can be discerned. 


The Illinois Supreme Court has stated on more than one occasion 
that a drawee, like a drawer or payee, is not under a duty to discover 
a forged endorsement, but a drawee in order to recover money paid 
to a cashing bank on a check with a forged endorsement must notify 
the cashing bank within a reasonable time after discovering the forgery, 
National Bank of Republic v. Kaspar American State Bank, 369 II. 
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34, 15 N.E.2d 721, 116 A.L.R. 1464; First National Bank of Chicago v. 
Northwestern National Bank, 152 Ill. 296, 38 N.E. 739, 26 L.R.A. 289. 
In Independent Oil Men’s Ass’n v. Fort Dearborn National Bank, 311 
Ill. 278, 142 N.E. 458, the defendant cashing bank sought to show that the 
plaintiff payee should have known of the forgery, but it was held that this 
was properly excluded. The defendant further sought to show that the 
plaintiff knew of the forgery for several months and failed to notify 
defendant. Nevertheless, the court stated that since the plaintiff was 
under no legal duty to give notice to defendant its failure to exercise care 
in that regard was not negligence in law and no defense. The court there 
cited the Hamlin’s Wizard Oil Co. case previously cited in this opinion, 
and Crahe v. Mercantile Trust & Savings Bank, 295 Ill. 375, 129 N.E. 
120, 12 A.L.R. 92; see also Gustin-Bacon Co. v. First Natl. Bank, 306 III. 
179. It is true that the forgery cases are not completely analogous to 
the fact situation now before us, and there is a tendency in the forgery 
case opinions not to distinguish clearly between situations involving 
the forged signature of the maker or drawer and the forged signature 
of the payee, or both. The only case called to our attention which 
actually involved a “missing endorsement” is American National Bank 
of Denver v. First National Bank, 1954, 130 Colo. 557, 277 P.2d 951, 
where the appeal arose on the pleadings. The Colorado court made the 
following significant comment, at page 957: 


“It seems to be a generally recognized rule of law that in the 
absence of actual fault on the part of the drawee, its failure to 
observe the fact of the absence of the endorsement of one of the 
payees due entirely to the fault or negiect of the holder, will not 
preclude its recovery” (italics supplied). 


Our research likewise supports that proposition. 

So far as appears in the record here, it was not until December 24, 
1954, that the plaintiff became aware that Moden had obtained the 
proceeds of the draft without the signatures of his two co-payees. A 
representative of the defendant company spoke to an employee of the 
defendant bank on January 5, 1955, with reference to this problem. 
Defendant’s employee, Mr. Eastman, stated on direct examination that 
the defendant bank honored checks of Moden’s at a time when it was 
necessary to treat the draft as a deposit in order to honor Moden’s 
checks. He further testified that in view of Moden’s credit the bank 
would not have honored Moden’s overdraft. The draft in question was 
presented to the defendant bank on June 9, 1954, was then sent to 
defendant’s Chicago correspondent bank which endorsed it on June 11, 
1954, and the Baltimore Federal Reserve Bank in turn endorsed it on 
June 14, 1954. It was the testimony of the defendant’s employee, Mr. 
Eastman, that notice of nonpayment of this item should have been 
received by defendant by June 16th or 17th under normal conditions, 
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but the evidence introduced by the plaintiff reveals that on June 17, 
1954, the balance in Moden’s checking account in defendant bank was 
$1,802.61, on June 24, 1954, $646.26, and on October 14, 1954, 46 cents. 
It is clear from the record that as soon as the missing endorsements 
were discovered by the plaintiff it promptly advised the defendant bank. 
Therefore, the question before us thus resolves itself—-Was the failure 
of the plaintiff to discover the missing endorsements sooner than it did 
such negligence or fault as to constitute a bar or estoppel which will 
prevent it from recovering from the cashing bank? The trial judge 
plainly was of the opinion that the conduct of the plaintiff should not be 
a bar to its recovery against the cashing bank. This court is drawn 
to the same conclusion. The fault here of the defendant bank was the 
proximate and primary cause of the loss, for it was nearer to the improper 
cashing of the draft than was the drawee-drawer. If we concede that 
there is a duty upon the drawee to ascertain that payment of the draft 
or check is made in the manner specified by the drawer, and the drawer 
has a correlative duty to check endorsements, it must be pointed out, 
first, that the drawee-drawer are one and the same in this instance, 
and, more importantly, the failure to discover the absence of proper 
endorsements was not shown to be the proximate or inducing cause of 
any action on the part of the defendant bank. Clearly, the failure on 
the part of the plaintiff to discover the missing endorsements did not 
induce the defendant to cash the draft in the first instance, nor does 
the record reveal that such failure resulted in a change of position by 
defendant to its detriment. The defendant banking corporation de- 
posited the draft to Moden’s account without restriction as to with- 
drawal and thereafter the depositor, within a matter of approximately 
two weeks, withdrew practically his entire account. In order to argue 
that prompt discovery and notice of the missing endorsements on the 
part of the plaintiff would have aided the defendant, it is necessary that 
such discovery and notice should have occurred almost immediately 
after the presentation of the draft to the defendant. The negligence 
of the drawer-drawee here, if any, would be immaterial unless it was 
such as directly and proximately affected the conduct of the defendant 
bank. Cf. United States Cold Storage Co. v. Central Mfg. Dist. Bank, 
343 Ill. 503, 175 N.E. 825, 74 A.L.R. 811. In this case the delay in 
discovery of irregularities cannot be said to have proximately contributed 
to the loss suffered. 

Since in the view we take of this case the judgment of the trial court 
might properly have been based upon Count I or Count II of the com- 
plaint, it is not necessary for us to consider the issues raised by Count 
III of the plaintiff's complaint. 

For the reasons contained in the foregoing opinion, the judgment of 
the Circuit Court of Henry County is affirmed. 

Affirmed. 

CROW and WRIGHT, JJ., concur. 
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Principal’s Equity in Funds Deposited by Agent in 
General Account Superior to Equity of Bank 


Where monies belonging to a livestock commission firm were 
wrongfully deposited by an agent of the firm in the agent's 
general account in a bank, the bank could not, a Texas court 
recently held, apply such money to a pre-existing indebtedness 
of the agent to the bank. This is true, the court stated, even 
though the bank had no knowledge of the fact that the funds 
belonged to the commission firm and was in possession of no 
facts which placed it on inquiry. In reaching this conclusion, 
the court pointed out that the bank did not change its position 
in reliance on the deposits by the agent. 


The court recognized that the majority of states would hold 
for the bank on the facts presented but justified its holding as 
“founded on sounder reasoning and equity.” Cassidy Com- 
mission Company v. Security State Bank, Court of Civil Appeals 
of Texas, 333 S.W.2d 454. The opinion of the court follows: 


BELL, C.J.—The appellant instituted this suit against Oran W. Cook 
and appellee to recover $8,500 allegedly belonging to appellant which 
Cook, its agent, wrongfully deposited to his general checking account in 
appellee Bank and which the appellee applied to the personal indebted- 
ness of Cook. On trial to the court, judgment was rendered for appellant 
against Cook for $8,448.48. He has not appealed. Judgment was also 
that appellant take nothing from appellee. 


The evidence reflects that appellant is a commission firm engaged in 
the purchase and sale of cattle for a commission. Sometime in 1952 it 
employed Cook as an agent to buy and sell cattle for its account. 
Under the terms of the employment agreement, which was oral, Cook 
would spend a few days each week in the stock auction ring in Houston. 
The other days of the week he would spend out in various neighboring 
counties looking for persons who had cattle to sell and persons who 
wished to buy cattle. If he purchased cattle for appellant he would draw 
a draft on appellant in favor of the seller. If he sold cattle for appellant 
he would either accept the purchaser’s check payable to appellant and 
turn it over to appellant’s office, or accept a draft drawn in favor of 
appellant and turn it over to appellant’s Houston office. He had no 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 412. 
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authority to handle the money in the purchase and sale of cattle for 
appellant except in the manner above stated. 

Prior to Cook’s employment by appellant, he had for some years been 
engaged on his own in the purchase and sale of cattle. Under his 
agreement with appellant he was forbidden to speculate in cattle. To 
“speculate” means to purchase cattle for quick sale with the hope of 
profit. However, Cook could buy cattle for himself for pasturing and 
after pasturing for some time, sell them. 

Cook had a general account with appellee. He had had it for many 
years. He used it to deposit his salary checks from appellant as well as 
any money he derived from the sale of his own cattle. He purchased 
cattle for himself and gave checks on this account. 


On November 3, 1954, Cook purchased some cattle for the account of 
appellant and drew a draft on appellant in favor of E. W. Wright, the 
seller. The draft was paid. The cattle were put up for sale but the 
purchaser who had been lined up did not purchase. Cook then sold a 
part of these cattle through the Athens Commission Company on Novem- 
ber 5 for $6,501.31. Others of them he sold at Frederick, Oklahoma for 
$742.88, and others he sold at Stamford, Texas for $1,732.18. The aggre- 
gate of these sales of cattle belonging to appellant amount to $8,976.37. 


On November 8, the balance in Cook’s account was $131.78, before 
Cook deposited the two checks from Athens Commission Company. It 
should here be noted that in the three sales above set out Cook took 
checks payable to himself, he having sold the cattle in his own name. 
On November 13 Cook deposited in his account the $742.88 check and on 
November 15 he deposited the $1,732.18 check. These were the only 
times that Cook ever deposited in his account money derived from the 
sale of cattle belonging to appellant. Appellee had previously loaned 
Cook money. At the time of the deposit of the $6,501.31 on November 
8, Cook was indebted to appellee on a note for $1,875, which was past 
due, it having fallen due in October. He was also indebted to appellee on 
a renewal note for $17,000 executed September 6, 1954. This note was 
not due until] December 31. Each note was secured by a chattel mort- 
gage on cattle belonging to Cook which he was supposed to have on 
pasture. It should be pointed out that these notes represented loans 
made to Cook prior to any money of appellant being deposited in Cook’s 
account and the particular notes and the chattel mortgages were prior 
to such event. The only money in Cook’s account on the dates material, 
except for $131.78, was money obtained from the sale of cattle belonging 
to appellant. 

On November 8, after Cook deposited the two checks from Athens 
Commission Company, appellee charged Cook’s account with $1,891.66, 
which represented the past due $1,875 note and accrued interest. 

On November 10, Cook issued two checks to appellant, one for 
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$2,828.48 and one for $5,620 drawn on appellee bank. They reached the 
bank for payment on November 15 and were not paid, on the instructions 
of Mr. A. W. Greenwood, Sr., Vice President of the bank. This was done 
because at the time the appellee was of the view that the livestock given 
to secure the $17,000 note were not available and Cook and representa- 
tives of appellee were then in the process of rounding up the cattle. It 
subsequently developed that there was a gross deficiency in the number 
of cattle covered by the mortgage. On November 27, the account of 
Cook was charged with $5,200, the balance available, and this amount 
was applied on the note, which appellee had declared due as it had the 
right to do. Such cattle as could be found were sold by appellee and 
applied on the debt. 

Thereafter, about December 13, 1954, appellant’s counsel talked 
with Mr. Greenwood about the money belonging to appellant and Mr. 
Greenwood would do nothing. Mr. Greenwood did not remember 
when he first talked with appellant’s counsel but thought it was several 
years later before trial of the case, but said he couldn’t say when it was. 

On October $1, 1956, this suit was filed. Citation was issued the 
same day but was not served until January 4, 1957. 

Appellee, in its original answer, pled the two year statute of limita- 
tion and that appellant was estopped to claim these funds because it 
had given no notice to appellee of Cook’s relationship to appellant and 
and appellee had advanced large sums of money to Cook which it would 
not have done if it had known of the relationship or, at least, it would 
have required appellant to become a surety for Cook. It also pled 
laches generally. By trial amendment appellee pled that it had sent its 
statement to Cook showing the state of his account and neither appellant 
nor Cook had protested its correctness in writing within one year, as 
required by Article 342, Sec. 711, Vernon’s Ann.Tex.Civ.St., and also 
that Cook’s deposit was in a general account, and appellee, having no 
notice of appellant’s claim, had a right to offset the indebtedness due it 
by Cook. By another trial amendment appellee pled Article 342, Sec. 
704, Vernon’s Ann.Tex.Civ.St. 

The trial court in its judgment made certain specific findings, only 
some of which we deem it material to notice, and we only state the 
substance of the findings. 


1. The bank account was maintained by Cook in the manner we 
have above noticed. 

2. The oral contract of employment and Cook’s authority under it 
were as we have heretofore stated. 

8. Cook during the week commencing November 1, 1954 purchased 
for Cassidy’s account various cattle which are designated “Wright” cattle 
in the pleadings. Thereafter during the same week Cook unlawfully 
and in direct violation of the terms of his employment agreement sold 
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these cattle in his own name. The proceeds of the sale of these cattle 
were deposited to Cook’s account, there being deposits on November 8, 
13 and 15, in the aggregate amount of $8,976.37. The two checks for 
$2,848.48 and $5,620 from Cook to appellant were returned to appellant 
November 15 with the notation “insufficient funds”. (It should be 
stated that they were insufficient due to the appropriation by the bank 
of $1,891.66 of the account to apply on its pre-existing indebtedness. ) 

4, On November 8 Cook was indebted to appellee on two notes 
executed September 16, each secured by a chattel mortgage on various 
livestock. The note for $1,875 was due October 16 and the $17,000 note 
was due December 31. Those two notes were given in renewal and 
extension of a balance due on two notes that had been previously given 
on April 16, which had in turn been given in renewal and extension of a 
prior indebtedness. The chattel mortgage authorized the acceleration 
of the notes if appellee felt itself insecure or any of the cattle covered 
by it were disposed of. 

5. The several amounts in Cook’s general account during Novem- 
ber, 1954 were partly the proceeds of the sale of appellent’s cattle, 
which sales were not authorized by Cassidy in the manner in which 
they were consummated. 

6. The appellee bank had no notice prior to charging any amounts 
against Cook’s account that Cook’s account had deposits of money de- 
rived from the sale of appellant’s cattle to the extent of $8,976.37. 

7. Finding was expressly against appellee bank on its defenses of 
limitation, laches and estoppel. 

We will first notice briefly appellee’s assertion that the case should 
be affirmed because of Article 342, Sec. 704, Vernon’s Ann.Tex.Civ.St., 
which prevents recovery, and that the court should have found in favor 
of appellee on its pleas of limitation, estoppel and laches. 

Appellee has cited us no authority to show the applicability of Article 
342-704, and we fail to see its applicability to the facts before us. 

The suit was brought before the expiration of two years from the 
wrongful appropriation. Citation was immediately issued, but the officer 
did not serve it for two months. The trial court considered this to be 
timely and so do we. In a suit, not in the Justice Court, limitation is 
tolled by the filing of the suit where citation is timely issued and served. 

On the issue of estoppel the court’s finding is amply supported by 
evidence. The evidence shows that appellee made all of its loans prior 
to the time that any of appellant’s monies were put in Cook’s account. 
Too, the only occasion that any of its monies were deposited was in 
November, 1954, and then the deposits were made without appellant's 
knowledge or authority. Nothing was advanced to Cook by appellee in 
reliance on the deposits of appellant’s monies. 

Appellee apparently contends that since it changed its position by re- 
leasing its chattel mortgage and notes in January, 1955, at a time it 
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allegedly had no notice of appellant’s claim, and since appellant did 
not file suit until nearly two years later laches applies. It seems to treat 
this as a part of laches. Certainly it did not specifically plead an es- 
toppel based on this asserted change of position. Too, it discusses that 
Cook remained in the employment of appellant until a few months be- 
fore trial in 1958, and appellant did not seek to recoup its loss from 
Cook. It did not plead this, except as it may consider it a part of laches, 
which is a species of estoppel in pais. 

We think it sufficient to say that some evidence which the court ap- 
parently believed shows that appellee knew of appellant's claim in De- 
cember, 1954. Anything it did after that it did with notice. As far as 
laches is concerned, it is to be observed that in January, 1955 appellee 
released its note and mortgage. The release of the mortgage amounted 
to nothing because the cattle covered by it, so far as anyone could tell, 
had been disposed of. Too, appellee took a new unsecured note from 
Cook and a note for $9,000 from his sister, which at the time of trial was 
being kept current. Appellant could hardly be said to have acted tardily 
in not filing the suit before January, 1955. The appellee doesn’t even 
contend that in the interim between January, 1955 and January, 1957, 
when it was served with citation, it did anything to change its position. 


It is true that Cook remained a salaried employee of appellant until 
the latter part of 1958 and appellant made no effort to collect from him. 
This was not specifically pleaded as a defense and was waived. 


Appellant contends the trial court erred in finding appellee did not 
know prior to its application of the deposit to Cook’s debt that the 
money in the account belonged to appellant. Too, if it did not have 
actual notice it had knowledge of such facts as placed it on inquiry, and 
inquiry would have disclosed this to be true. Then the assertion is 
that if there was evidence to support such findings, the findings are 
contrary to the overwhelming weight and preponderance of the evi- 
dence. Mr. Cook said he told Mr. Greenwood the two checks de- 
posited November 8 represented money belonging to appellant. Mr. 
Greenwood denied this. He also denied notice from any source. 


We have studied the whole record carefully and find there was evi- 
dence to support these findings. Applying the rule in In re King’s Estate, 
150 Tex. 662, 244 S.W.2d 660, we hold such findings not to be so against 
the overwhelming weight and preponderance of the evidence as to be 
clearly wrong. 

The controlling question in this case is whether appellee bank can 
apply monies that in fact belong to appellant, which have been wrong- 
fully deposited to a general account in the name of Cook by Cook without 
the knowledge of appellant, to the preexisting indebtedness of Cook, 
when the Bank had no knowledge of the fact the funds belonged to 
appellant and was in possession of no facts which placed appellee on 
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inquiry, and when the bank lost nothing, it being in the same position 
after application of the deposit. 


We have reached the conclusion that as against appellant, under all 
the facts of this case, appellee had no such right and when it applied 
such to the preexisting indebtedness owed it by Cook it became liable 
to appellant. 


There is in the United States a division of authority as to the cor- 
rect rule. The majority of the states that have passed on the question 
have held there is no liability on the part of a bank which applies a 
depositor’s general account to a preexisting indebtedness owed it unless 
the bank had notice that trust funds had been deposited in the account, 
or, unless the bank had knowledge of such facts that it was placed on 
inquiry concerning the nature of the funds deposited. The basis of this 
rule allowing the setoff by the bank of a depositor’s general account is 
sometimes stated as being a lien in favor of the bank and is sometimes 
stated to be because of mutuality between the bank and the depositor. 
The correct basis would seem to be mutuality between the bank and 
the depositor. When a depositor makes a deposit the bank agrees it 
owes him the amount of the deposit and it repays it as he directs. The 
depositor to this extent is a creditor of the bank. If the depositor also 
owes the bank money, the bank is the depositor’s creditor. If either 
sued the other, the other could plead as an offset any amount due it 
from the plaintiff. Since this is true, a bank without suit may apply the 
depositor’s account to a debt owed by the depositor. See a discussion 
of the basis of the rule with regard to the right of setoff in Western Shoe 
Co. v. Amarillo National Bank, Tex.Com.App., 127 Tex. 369, 94 S.W.2d 
125; and City National Bank of Beaumont v. American Surety Co., Tex. 
Com.App., 52 S.W.2d 259. The cited cases did not involve the fact 
situation we have here, but they involved the rule of setoff as between 
the bank and the depositor. 


The rule in the lesser number of states holds that a bank is liable to 
the beneficiary of funds that have wrongfully been deposited in a general 
account of a depositor where the bank applies such account to an in- 
debtedness owed by the depositor to it, even though the bank had no 
notice of the character of the funds and was in possession of no facts 
which would place it on inquiry, unless the bank has in some way 
changed its position to its detriment. The rule is based on the superior 
equity in the real owner of the funds. It is sometimes referred to as 
the equitable rule. 


A discussion of these rules will be found in 18 A.L.R. 324; 31 A.L.R. 
756; 50 A.L.R. 632; 7 Amer.Jur., § 639, and in Steere v. Stockyards Na- 
tional Bank, Tex.Com.App., 113 Tex. 387, 256 S.W. 586. The Texas cases 
involving the application by a bank of a general deposit in the name of 
a depositor to a debt owed to the bank by such depositor, when the ac- 
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count is in part made up of trust funds, are to be found in 8 Tex.Jur.2d, 
Sec. 228, pp. 409-413. 

The Texas cases, as is true of the cases in all states, hold that if a 
bank applies such an acount to a preexisting indebtedness of a depositor, 
it is liable to the real owner of the funds which were wrongfully deposit- 
ed in the account if the bank had notice of the nature of the funds or had 
knowledge of facts which placed it on inquiry. Steere v. Stockyards 
National Bank, supra. 

No case has been cited to us, and we have been unable to find any, 
decided by our Supreme Court, either through an opinion or by re- 
fusal of a writ of error, where application was made by the bank without 
notice or without its being placed on inquiry, that the deposit applied 
consisted in part of trust funds. In the Steere case the Commission of 
Appeals had before it a situation where there was notice and was ans- 
wering questions certified by the Court of Civil Appeals. The questions 
certified were not based on the fact of the absence of notice and the 
Commission of Appeals merely noted that in answering the questions 
it was not required to go as far as some courts. It, however, then 
noted some of the authorities, holding there was liability even without 
notice. 

There are in Texas, however, two cases decided by two different 
Courts of Civil Appeals and one decided by the United States Court of 
Appeals for the Fifth Circuit that arose in Texas. They all hold the 
bank to be liable to the real owner of the funds wrongfully deposited 
which were applied to the preexisting indebtedness owed by the de- 
positor to it, even though the bank had no notice of the trust funds be- 
ing deposited in the account and the bank was not placed on inquiry by 
facts in its possession concerning the nature of the funds deposited, 
when its position has not been changed to its detriment. They thus fol- 
low the minority rule. 

In the case of Davis v. Panhandle National Bank, 29 S.W. 926, the 
Ft. Worth Court of Civil Appeals had before it a case where Davis, the 
owner of cattle, had turned them over to a man named Hancock to be 
sold for him. Hancock sold the cattle and wrongfully deposited the 
proceeds of the sale in his own “open account” in the Panhandle Nation- 
al Bank. The plaintiff alleged notice on the part of the bank. The 
court’s opinion does not state what the evidence showed. Judgment 
was for the bank, and Davis appealed. The case was reversed because 
the trial court had refused to charge the jury that Davis was, under the 
facts entitled to judgment irrespective of notice. The Court of Civil 
Appeals reversed the case for failure to give the requested charge and 
in doing so, said: 


“Under the facts of this case, we are of opinion that such a 
charge should have been given. There is neither allegation nor 
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evidence that the bank lost its debt by reason of the transaction, 
before it was advised that he was not entitled to this credit; and, 
in the absence of such evidence, we do not see upon what principle 
it should be allowed to retain this money. The evidence is un- 
disputed that the proceeds of these three cars of calves, as between 
Hancock and appellant, did in fact belong to the latter, and that 
the former had no right whatever to use it. Under these circum- 
stances, it is perfectly manifiest that the bank would have no 
right to appropriate appellant’s money to the satisfaction of an 
account which Hancock already owed it.” 


In the case of First National Bank of Greenville v. First State Bank 
of Campbell, Tex.Civ.App., 252 S.W. 1089, 1090, one Gilbreath had de- 
posited funds belonging to appellee in appellant bank in his own name. 
This was applied to his preexisting debt to the appellant. The trial court 
instructed a verdict for appellee, who had sued to recover the money. 
Some evidence showed notice of the ownership of the funds on the part 
of appellant. Apparently there was some evidence to the contrary. The 
Court of Civil Appeals held that under the circumstances notice was 
immaterial. The court, in affirming the judgment said: 


“Even if it be conceded that Gilbreath did not represent to 
the appellant bank . . . that the money belonged to the Campbell 
State Bank . . . nevertheless, appellant could not apply the pro- 
ceeds of the sale to the extinguishment of Gilbreath’s debt to it 
under the circumstances. ... The appellant bank suffered no 
loss by the transaction. Its position was in no way changed or 
prejudiced. To require payment of the funds to the Campbell 
State Bank leaves the appellant bank in precisely the same situation 
where it stood at the time the deposit was made in relation to Gil- 
breath’s indebtedness to it.” 


See also Johnson v. Robinson, 5 Cir., 208 F.2d 185; Brady v. Ameri- 
can National Bank of Oklahoma City, 120 Okl. 159, 250 P. 1006, 1007. 

We are thoroughly convinced that the so-called minority view is 
founded on sounder reasoning and equity and we, therefore, hold that 
under the facts of this case, as heretofore stated, appellee was liable to 
appellant to the extent that appellee applied appellant’s funds in Cook’s 
account to the notes of Cook. 


Of course, appellant under the circumstances must trace its funds. 
We must, therefore, briefly analyze the account of Cook. 

On November 5, before any deposits of appellant’s funds had been 
made, there was a balance of $131.78. There were no deposits or with- 
drawals prior to November 8 when $6,501.31 was deposited. These 
were funds of appellant. On the same day appellee applied $1,891.66 
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to one of Cook’s notes. Since $131.78 was already in the account, the 
appropriation of appellant’s funds was in the amount of $1,759.88. 
Thereafter, funds belonging to appellant in the total amount of $2,475.06 
were deposited. No funds from any other source were put in the ac- 
count. On November 8 there was a balance of $4,741.48 in the account. 
This was money belonging to appellant. This, plus the $2,475.06 makes 
a total of $7,216.49 in the account belonging to appellant. Paid out of 
this, prior to applying $5,200 on Cook’s note, were checks drawn on 
Cook’s account aggregating $1,979.30. This left a balance on November 
27 of $5,237.19. The bank on this day applied the $5,200 on Cook’s note. 
We do not find from the record what happened to the balance of $37.19. 

From this analysis it will be seen that appellant traced its funds which 
were applied wrongfully by appellee to Cook’s preexisting debt in the 
aggregate amount of $6,959.88. 

The judgment of the trial court is reversed and judgment is now here 
rendered in favor of appellant against appellee in the amount of $6,959.88, 
together with interest on the sum of $1,759.88 from November 8, 1954, 
and on the sum of $5,200 from November 27, 1954, at the rate of 6% per 
annum, together with all costs of court. 


Reversed and rendered. 
WERLEIN, J., not sitting. 


MICHIGAN SUPREME COURT RULES ON ANTI-MONOPOLY 
CASE INVOLVING A NATIONAL BANK 


The Supreme Court of Michigan has recently handed down 
its decision in a case—earlier decision reported at 75 BANKING 
Law Journa 681 (August 1958)—involving the application of 
state laws to a national bank. In a five-to-nothing decision the 
Court ruled that the 1956 acquisition of the Peoples Savings 
Bank of Port Huron by an employees’ profit sharing trust of the 
Michigan National Bank on behalf of Michigan National viol- 
ated the State’s anti-monopoly laws. The court ruled that 
“National banks are subject to State laws which do not interfere 
with the purposes of their creation or conflict with express 
powers given them by Federal law.” Peoples Savings Bank of 
Port Huron v. Stoddard, Michigan National Bank, Supreme 
Court of Michigan. 
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BANKING BRIEFS 


Digest of current decisions and reports 
in the field of commercial banking 


Exculpatory Clause Relieves Bank of Liability for Loss of Night Deposit 
Irish & Swartz Stores v. First National Bank of Eugene, Supreme Court of Oregon, 
349 P. 2d 814 

In depositor’s action against bank maintaining night depository for 
contents of bag allegedly placed in depository, court held that written 
agreement of deposit exculpating bank for loss of bag or its contents 
would be recognized as not being inimical to public interest because no 
employee of bank is present at time such a deposit is made and the bank 
is not in a position to protect itself from dishonest claims. For similar 
decisions see B.L..J. Digest (Fifth Edition) § 389.1. 


Bank Not Liable for Interest Where it Could 
Not Safely Pay Money into Court 
Hughes v. First National Bank of Mobile, Supreme Court of Alabama, 118 So. 2d 763 


Where bank could not safely determine to which of adverse claimants 


to pay deposit account, and where bank did not and could not safely 
pay full amount of account into court because of outstanding bank drafts 
issued by it by mistake against the account, bank was not chargeable 
with interest on amount recovered in suit by one of claimants against 
bank in which bank filed cross bill of interpleader. For similar de- 
cisions see B.L.J. Digest (Fifth Edition) § 745. 


Mechanics Lien Contract Held Not to Destroy Negotiability of Note 
Borden v. Tapp, Court of Civil Appeals of Texas, 333 S.W. 2d 417 


Owners entered into a Mechanics Lien Contract for the construc- 
tion of a residence and executed and delivered a promissory note to 
the contractor who transferred the note and Lien Contract to plaintiff. 
Contractor defaulted and the owners completed residence seven months 
after agreed upon date and seven months after note was due. Court 
held that note was not burdened with conditions of contract and was 
negotiable and that plaintiff was a holder in due course, entitled to 10% 
interest from due date of note on difference between face amount of 
note and credits allowed to homeowners for completing building, to- 
gether with attorneys fees. For similar decisions see B.L.J. Digest (Fifth 
Edition) § 942. 
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Transfer Without Indorsement of Named Payee 
Passes only Equitable Title 
American Motors Acceptance Corporation v. Heckerman, Court 
of Civil Appeals of Texas, 332 S.W. 2d 345 
Where promissory note was payable to order of “Fashion Plate”, a 
business owned and operated by an individual who was also an officer 
of “Fashion Plate Wares, Inc.” and where note was indorsed by such 
individual in the following form: “The Fashion Plate, Inc.”, the trans- 
feree of such note was not a holder in due course and the note was 
subject to the maker's defenses against the payee. For similar decisions 
see B.L.J. Digest (Fifth Edition) § 674. 


Payee Liable for Breach of Warranty as General Endorser 
United States Finance Company v. Ohio Home Service, Inc., Court of 
Appeals of Ohio, Cuyahoga County, 165 N.E. 2d 652 

Where maker of note signed a name other than his own, payee who 
negotiated note to finance company owed an obligation to finance com- 
pany to inform it correctly of the identity of the person seeking credit 
and, in view of fact that his identity was not correctly given 
and the signature on the note not genuine, the payee’s endorse- 
ment of the note constituted a breach of warranty. The fact that note 


was endorsed without recourse did not relieve payee of its obligation 
as endorser. For similar decisions see B.L.J. Digest (Fifth Edition) § 702. 


Recovery of Attorneys Fees in Mortgage Foreclosure Action 
Hanson v. Citizens Bank of Oneonta, Supreme Court of Alabama, 118 So. 2d 732 
Allowance of attorneys fees in mortgage foreclosure action rested in 
sound judicial discretion of trial court and award of attorneys fees in 
amount of $6,000 to bank where it was entitled to recovery of $15,104.80 
on unpaid notes affirmed. For similar decisions see B.L.J. Digest (Fifth 
Edition) § 111. 


Notice of Dishonor by Certified Mail 
Durkin v. Siegel, Supreme Judicial Court of Massachusetts, 165 N.E. 2d 81 
Notice of dishonor of promisory notes by letter sent by certified 
mail, return receipt requested, rather than by regular mail (which might 
have insured delivery ), where letter remained unopened and undelivered, 
marked “refused”, with the form of post office receipt unsigned, consti- 


tuted good notice of dishonor under Negotiable Instruments Law. For 
similar decisions see B.L.J. Digest (Fifth Edition) § 1042. 





BANKING LEGISLATIVE 
TRENDS IN THE STATES 


New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, 
as reported from state capitals and municipalities throughout the na- 
tion, include the following: 


ALABAMA: A temporary injunction which had halted enforce- 
ment of three regulations adopted under Alabama’s new small loan 
law was dismissed in Mobile by Circuit Judge William C. Taylor, 
who held the regulations are enforceable. 

A similar ruling was handed down earlier in Montgomery in a 
separate case by Circuit Judge Walter B. Jones. 

Judge Taylor had issued his temporary injunction in February at 
the request of Estil Baker, operator of Waterman Finance Co., Mo- 
bile, and Kenneth R. Martin, Mobile attorney and notary public. The 
injunction had been directed at Lehman J. Lewis, supervisor of the 
State Bureau of Loans, and John C. Curry, state superintendent of banks. 

Involved were regulations banning a loan licensee from requiring 
a borrower to pay notary public fees; forbidding a loan company oper- 
ator from making more than one loan to any person at one time; and 
prohibiting a loan company operator from knowingly permitting a 
borrower to obtain loans from more than one company operated by 
a single businessman. 


ALASKA: Governor Egan vetoed an Alaska bill to permit savings 
and loan associations to engage in banking activities. 

He said that while the measure had been based on a model sav- 
ings and loan association bill issued by the U.S. Savings and Loan 
League, it omitted “certain important provisions of the model act 
which relate to state regulation and supervision.” 

Egan said one section of the vetoed bill would have permitted “or- 
ganizations to engage in banking activities for a period of three years 
without supervision, regulation or examination.” 

He pointed out that “banking in Alaska is presently regulated 
strictly for the protection of depositors, the public and the public 
interest.” 

The rejected measure, he continued, would have permitted the 
“existence of a favored class of banking institutions exempt from the 
requirements of the Alaska banking code or any other regulation. 
To authorize by this means two types of banking, one regulated, one 
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unregulated, would in my judgment be both hazardous and unfair.” 


CALIFORNIA: A bill was enacted by the California legislature 
to provide that bonds required in the licensing of automobile dealers 
shall not protect the monetary interest of a financing agency which has 
loaned money to the licensee. 

Governor Brown had opened a special state legislative session to 
consideration of the bill after being informed by Assemblyman Thomas 
J. MacBride of Sacramento County that a majority of small new and 
used car dealers in the state would not be able to renew their dealer’s 
licenses for 1961 unless the law was amended because they would not 
be able to get the necessary bond. 

MacBride noted that financing institutions had interpreted previous 
provisions of the law in a manner to permit protection of their loans 
to dealers. As a result, he said, insurance underwriters were recom- 
mending a 100 per cent increase in bond premiums. 


DELAWARE: A bill to regulate retail installment sales was in- 
troduced in the Delaware legislature by Representatives Joseph S. La- 
tina and Russell D. F. Dineen, both of Wilmington. 

The measure, listed as HB 550, would add a new section to Delaware’s 
laws on commerce and trade. Latina said the proposal was based on 
similar laws in California and New York. Delaware at present has no 
law on the subject. He said a committee of attorneys, Wilmington 
legislators, retailers and labor officials took part in the measure’s pre- 
paration. 

The bill would limit the service charges that may be made on re- 
tail installment sales contracts and on retail installment accounts. It 
would require that all retail installment contracts be in writing and 
that the printed portion be in at least eight-point type, size of the print 
in the average newspaper. 

The legislative proposal specifies what must be covered in the con- 
tract. It would require a notice to the buyer saying, in bold type: “Do 
not sign this agreement before you read it or if it contains any blank 
space. You are entitled to a completely filled-in copy of this agreement. 
Under the law, you have the right to pay off in advance the full amount 
due and under certain conditions to obtain a partial refund of the ser- 
vice charge.” 

The measure wouid limit the monthly service charge on retail install- 
ment contracts for sales over $75 to five-sixths of 1 per cent on an un- 
paid balance up to $1,000 and to two-thirds of 1 per cent on an unpaid 
balance over $1,000. 

The measure would permit retail installment accounts to be set up. 
The seller would be required to give the buyer an “understandable 
statement of the rates of service charge.” Those charges could not 
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exceed 1.5 per cent per month on an outstanding balance of more than 
$1,000, with a minimum of $1 a month. 

The proposal also specifies default charges and conditions under 
which goods could be repossessed. 


INDIANA: A hearing has been scheduled by the Indiana State 
Board of Financial Institutions for June 16 on a proposed new regula- 
tion intended to crack down on excessive interest rates and kickbacks 
in installment buying contracts. 

It said the rule could result in lowering interest rates in some, but 
not all, cases. 

The board said one of the principal points of the rule would require 
finance and other lending institutions to inform a buyer when more than 
2 per cent of his loan is being paid to the seller in return for obtaining the 
sales contract. Some of these rates reportedly go as high as 20 to 50 
per cent. 

Another would increase the rebate a buyer can earn by retiring 
installment contracts ahead of schedule. 

Under the proposed regulation, new interest ceilings would drop 
as follows: New vehicles, from 10 to 8 per cent; vehicles less than a 
year old, from 15 to 9 per cent; vehicles more than a year old, from 15 
to 11 per cent, vehicles more than two years’ old, from 20 to 14 per 
cent; and all other merchandise, from 14 to 12 per cent. 


KENTUCKY: Despite a plea from a committee of Kentucky bank- 
ers to rescind a regulation setting up controls over premiums paid on 
life insurance by money borrowers, State Insurance Commissioner Wil- 
liam T. Hockensmith indicated an order calling for a 25 per cent re- 
duction in such rates on credit life insurance would go into effect May 15. 

The State Insurance Department has said that borrowers who agree 
to the coverage, which is sold by a banker-agent, would save an esti- 
mated $2 million a year under the reduction. 

Edward F. Pritchard Jr., counsel for the bankers committee, express- 
ed “more than serious doubt” that the commissioner has legal grounds 
for imposing such a regulation. 

Hockensmith said his legal base was his constituted duty to pro- 
tect the public by seeing that insurance rates are reasonable in rela- 
tion to benefits obtained. 

He said the banker-agents would continue to receive fair and reason- 
able commissions even after the proposed reduction. 

Earl Templeman, chairman of the 22-member committee, said the 
commissions paid on such insurance are needed to supplement inade- 
quate salaries of bankers in small communities. “I know of no com- 
plaints which have arisen from the bank customers,” he said. “On the 
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contrary, I have reason to believe this is a service which is appreciated 
by the borrowing public. 

“The only source of criticism that I know of arises from those large 
insurance companies which do not write credit life insurance on an 
individual basis. Most of the small banks of Kentucky cannot qualify 
for the group plans underwritten by the large insurance companies 
without compelling their borrowers to take out this insurance regardless 
of need.” 

Templeman and other committee members challenged the com- 
missioner on the basis that he was regulating premiums on credit life 
insurance without doing likewise on other forms of life insurance. They 
suggested that the loss ratio on term life insurance might be even 
smaller than that on credit life. 

Hockensmith replied that term-life had to be sold and the bankers 
enjoyed an “easy way of selling” credit life. He also asserted that the 
banks gain an added advantage of guaranteeing repayment of loans in 
the case a borrower dies. 

Executive Secretary Ralph Fontaine of the Kentucky Bankers As- 
sociation said the regulation in fact was one passed on to the current ad- 
ministration by Cad P. Thurman, state insurance commissioner under 
former Governor Chandler. 

Hockensmith agreed that the regulation should have been made 
effective before Thurman left office. He said the effective date had 
been set at Jan. 15, but he had postponed it to its now-effective date of 
May 15. 

He said he had done so to gain additional time to consider the merits 
of the regulation. His own regulation is different from that proposed 
by Thurman, he said, but carries most of its features. 

Pritchard denied that premiums charged by bankers were unreason- 
able when all factors of selling and bookkeeping are taken into con- 
sideration. He charged the commissioner with “legislating through ad- 
ministrative action” and said he was being discriminatory when other 
forms of life insurance were left unregulated. 

Hockensmith told the committee he would be guided by some of 
the points it offered in his administration of the regulation. 


MARYLAND: Present regulation of the sale of credit insurance 
was termed “inadequate” by Maryland State Insurance Commissioner 
F. Douglass Sears in addressing a businessmen’s club in Baltimore. 

He pledged he would sponsor new regulatory legislation in the 
1961 Maryland legislature. 

In many cases, Sears said, excessive rates are charged on insurance 
providing payment of a loan or debt when the purchaser or borrower 
dies or is disabled. 

In another development, Governor Tawes directed a 15-member 
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executive commission to chart regulations for the savings and loan 
business. 

In making the appointments, the governor fulfilled a promise made 
when he vetoed a regulatory bill enacted by the 1960 legislature. He 
said the rejected measure would have discriminated against the innocent 
and would have failed to curb the irresponsible. 

Named chairman of the commission was Richard W. Case, Balti- 
more attorney. Members include Delegates Joseph D. Tydings of 
Harford and Jerome Robinson of Baltimore. Tydings was the spon- 
sor of the vetoed bill and Robinson chairman of a State Legislative 
Council committee assigned early in 1959 to study the same subject. 

The council committee produced a bill to control false advertising 
by irresponsible savings and loan associations. It failed of enactment in 
the recent Maryland legislative session. 


MISSISSIPPI: It was incorrectly indicated in our report of 4/14/60 
that a Mississippi legislative bill, to permit direct lending by small loan 
agencies rather than confining such lending to brokers as at present, was 
backed by the National Consumer Finance Association. 

We have been informed by one of its directors that the association 
“in no way participates in legislative activity in any state, through spon- 
sorship, active support or in any other manner” and that the association 


“has never participated in such legislative activity and (has) been very 
careful to see that its actions could not be so construed.” 

The bill to which reference was made in our report was still pending 
in the Mississippi legislature at this writing. 


NEW JERSEY: Consumer protection bills passed by the New 
Jersey Senate and sent to the Assembly, where quick approval was fore- 
cast by Governor Meyner, would: 

Set maximum charges of $7 per $100 per year on new car time sales, 
$10 on cars up to two years old, and $13 on cars two years old, and 
$10 per $100 per year on general merchandise. 

Set maximum finance charges on home improvement installment 
contracts of $7 per $100 per year and provide for state licensing of con- 
tracts and finance agencies; and empower the state attorney general to 
crack down on fraudulent selling and advertising practices. 


NORTH CAROLINA: Another reduction in rates for accident 
and health insurance written in conjunction with small loans was ordered 
bv North Carolina State Insurance Commissioner Charles F. Gold. 

The current rate of $1.75 per year for each $5 unit of monthly bene- 
fits was reduced to $1.50, effective June 1. 

The reduction was the second ordered by the commissioner within 
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six months. A reduction from $2 to the current rate of $1.75 was 
ordered in November, effective Dec. 15. 

Gold noted that since rates for small loan accident and health in- 
surance went under regulation in 1955, they have been reduced by 
more than 50 per cent—or from $3.30 per year for each $5 of monthly 
benefits to $1.50. 

The most recent reduction means a $5 saving on accident and health 
insurance premiums for a person who borrows $100 for one year. Under 
existing rates, the accident and health insurance required for this loan 
costs $35. Under the new rates, it will be $30. 

A public hearing in late March reviewed the rates for loan accident 
and health insurance. The commissioner said then that consideration 
had been given to establish a rate differential between those insurance 
companies owned or controlled by finance companies and those oper- 
ating independently. Gold said he had concluded that existing North 
Carolina law forbids such a differential. 

In another North Carolina development, the State Banking Depart- 
ment launched a crackdown on 73 small loan offices. 


It said it would start sending the loan companies cease and desist 
orders signed by State Banks Commissioner Ben Roberts. The orders 
are designed to stop small loan abuses. 


Specifically, they will tell each of the 73 small loan offices to stop 


charging individual borrowers fees and insurance premiums on small 
loans more than once each 60 days. 


Small loan firms in North Carolina previously have skirted this provi- 
sion of law by setting up more than one office in a town, then shunting 
borrowers to the other office when they sought to make a second loan 
within the 60-day period. 

The department obtained a ruling from State Attorney General 
Wade Bruton before preparing the cease and desist orders. The rul- 
ing in effect said the 60-day law applies to firms owned directly or in- 
directly—whether through stock arrangements, holding companies or 
direct ownership. 

Deputy Commissioner Frank Harrelson said copies of the orders 
would be mailed to small loan office managers, presidents of the com- 
panies, and partners, if such exist. 

He said the department would go back and re-examine the firms 
after about 30 days or a “sufficient time has elapsed” to determine wheth- 
er they are complying with the order. 

Harrelson said there are a number of steps that could be taken 
against firms that don’t carry out the order. “A normal step,” he said, 
“would be that they would be cited to show cause why their permits 
should not be revoked.” 
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RHODE ISLAND: A bill to regulate installment selling and fi- 
nancing of automobiles was passed by the Rhode Island House of Re- 
presentatives and sent to the State Senate, where similar measures were 
killed twice before in prior sessions. 

Sponsored by Rep. George C. Berk of Providence, the bill would 
set maximum interest rates which may be charged in financing car 
sales, based on the year of the model. 

It also would place all finance agencies under supervision of the 
state bank comissioner; require all finance agencies except banks to pay 
$100 annual license fees; and give the commissioner authority, after hear- 
ing, to suspend or revoke a license for any fraud or deception or viola- 
tion of the proposed act. 


TEXAS: A ruling handed down by the Texas Supreme Court up- 
held an anti-usury injunction against a group of Dallas lenders. 

The court’s action marked a first victory in the high state tribunal 
for State Attorney General Will Willson, who has filed 365 suits against 
firms accused of charging excessive interest rates on small loans. No 
other case has reached the State Supreme Court, except a pending 
action from Houston awaiting decision at this writing. 

The first appeal to the Supreme Court was made by the Chesterfield 
Finance Co. and others of Dallas, which sought unsuccessfully to have 
set aside a temporary injunction issued by District Judge Sarah Hughes. 

Judge Hughes’s order earlier was upheld by the Waco Court of 
Civil Appeals and the Supreme Court refused a motion for review on 
writ of error. 

About 50 permanent injunctions have been obtained by the state at- 
torney general against lenders elsewhere in Texas and more than 300 
other cases await trial. 

The temporary injunction prohibits usury by Chesterfield Finance 
Co., Chesterfield Endorsement Co., Signature Loans Inc., Mid-Southern 
Service Co., doing business as Signature Endorsement Co., Texas Ser- 
vice Corp., Union Service Co., doing business as Texas Endorsement 
Service, and Finance Operating Co. 

Individuals named in the court order are W. Lee Moore, Weldon 
E. Morgan, J. W. Hansard, and F. M. Small of Dallas. 


WISCONSIN: Governor Nelson of Wisconsin appointed an eight- 
member committee to prepare legislative proposals for regulating in- 
stallment sales and revolving credit plans. 

“Everyone agrees,” he said, “that the time has come to regulate 
time-price sales including the setting of maximum charges, full dis- 
closure of terms to customers, the degree of state supervision, and 
penalties for violations. 
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“Leaders in the retail industry have themselves asked for regulation, 
realizing that the entire industry was being hurt by the abusive prac- 
tices revealed in a few scattered instances.” 

Members of the drafting committee are Prof. Robert Skilton, Uni- 
versity of Wisconsin Law School; Bertram McNamara, United Steel 
Workers representative; Joseph A. Deglman, vice president of the Bos- 
ton Store, Milwaukee; Paul Noelke, counsel for the Wisconsin Retail 
Merchants Association; Robert McCord, vice president of the Citizens 
Bank of Sheboygan; Herbert C. Hirschboeck, described as an authority 
on installment sales practices; Assistant State Attorney General Robert 
J. Vergeront, and John F. Doyle, supervisor of the State Banking De- 
partment’s consumer credit division. 


REGULATIONS TO RESTRICT BANK ADVERTISING RULED 
BEYOND POWER OF BANKING AUTHORITY 


The Indiana State Department of Financial Institutions 
has recently proposed regulations which would prevent finan- 
cial institutions from making misleading statements or creating 
misleading impressions through suggestion or implication. The 
proposed regulations were submitted to the Attorney General 
of the State who has ruled that they transcended the scope of 
the rule making power of the Department. The regulations 
would have prevented institutions under control of the Depart- 
ment from advertising that they were so controlled and would 
have prevented them from advertising that accounts were in- 
sured unless they were insured by an agency of the State of 
Federal governments. 
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TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 


Claim Against Estate Limited by Facts Occurring After Death 


Commissioner of Internal Revenue v. Estate of C. A. Shively, United 
States Court of Appeals, Second Circuit, March 25, 1960 

At the time of decedent’s death, he was obligated to pay his prior 
wife $40 per week until her death or re-marriage, and the separation 
agreement provided that the payments would be a charge on his 
estate. The actuarial present value of the right to these payments 
was $27,058 at the time of death. Prior to the time decedent's estate 
tax return was filed, the wife remarried, after payments had been made 
by the estate in an aggregate amount of $2,079. Held: The deduction 
for the claim is limited to the amount actually paid. The statute al- 
lows a deduction for claims “as are allowed by the laws of the juris- 
diction . . . under which the estate is being administered”, and no great- 
er amount could be said to be so allowed than the amount paid at the 
time the return was filed. 


Relinquishment of Right to Amend Not a Transfer of Trust Property 


Estate of E. B. Ridgway v. Commissioner of Internal Revenue, United 
States Tax Court, March 4, 1960 

Decedent and his wife created similar trusts in 1930, each retain- 
ing a power to make any change “with respect to the distributions of 
principal and income” of the respective trust. These rights were re- 
linquished in 1944. The Commissioner included the trust property in 
decedent’s estate under a 1939 Code provision which was inapplicable 
to transfers prior to March 4, 1931. Held: The property was not 
properly included in the gross estate. The transfer took place at the 
time the trust was created not when the relinquishment of the re- 
tained rights occurred. 


Inclusion of Dividends in Gross Estate Under Alternate 
Valuation Method 


Revenue Ruling 60-124, I.R.B. 1960-14, p.12 


The Internal Revenue Service has recently advised concerning the 
inclusion of dividends in the value of the gross estate under the alter- 
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nate valuation method, where (1) the dividends are declared prior to 
the date of decedent’s death and are payable to stockholders of record 
on a date subsequent to decedent’s death, or where (2) the dividends 
are declared during the alternate valuation period and are payable to 
stockholders of record on a date subsequent to the alternate valua- 
tion date, and the stock is selling ex-dividend on such date. Held: 
Under the alternate valuation method, dividends declared prior to 
death and payable to stockholders of record after the date of death 
are not included in the gross estate, and dividends declared prior to 
the alternate valuation date and payable to record after such date must 
be added to the ex-dividend price to arrive at the correct value on 
such date. 


Marital Deduction Formula Applied to Values Used in 
State Proceeding 


Estate of Bing, New York Surrogate's Court, New York County, NYLJ, March 16, 1960 


Decedent’s will bequeathed her husband one-half of her adjusted 
gross estate, as defined under the Internal Revenue Code, “it being my 
intention that my estate shall have the benefit of the maximum marital 


deduction allowance for Federal Estate Tax purposes”. The will was 
executed before the New York marital deduction statute was enacted. 
The asset values established for New York estate tax purposes were con- 
siderably higher than those used in the federal estate tax proceeding, 
and the State Tax Commission argued that the bequest was that of a 
specific amount and was limited to the amount of the federal marital 
deduction. Held: The marital deduction is to be computed on the 
basis of the values established by the New York estate tax appraiser. 


Estate Tax Deposit is Subject to Other Creditors’ Claims 
Estate of Bucklin, New York Surrogate's Court, Westchester County, NYLJ, March 25, 1960 


The estate deposited a sum of money with the State Tax Commission 
to provide for payment of New York estate taxes. When the estate 
taxes had been determined and paid, there remained an excess amount 
on deposit which the State of New York applied in partial satisfaction 
of its claim for unpaid state income taxes. Held: The claim of the 
United States for unpaid income taxes has priority over the claim of New 
York, and the excess deposit is directed to be refunded for payment to 
the United States. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 


Reasonableness Governs Trustee’s Discretion in Distributing Income 
Rowe v. Rowe, Oregon Supreme Court, 69 Ore. Adv. Sh. 1207 (1959) 


Decedent’s will established a testamentary trust under which the 
trustee was directed to pay income and corpus to the beneficiaries “en- 
tirely according to his own judgment and discretion”. The trustee dis- 
tributed only part of the income and no corpus. The beneficiaries sought 
a compulsory distribution of all the income. Held: Where there was 
no specific standard, the trustee was to be governed by “The general 
standard of reasonableness” in exercising his discretion. The withhold- 
ing of income was not in this case an abuse of discretion. 


Executor Not a Necessary Party to Action to Set Aside Will 
Skelly v. Graybill, Ohio Appeals Court, February 10, 1960 


Decedent’s will left $1,000 to a nephew and the remainder of his 
estate to a children’s home. After the will had been admitted to pro- 
bate, all the heirs agreed that if the will should be set aside, they would 
divide the estate among them in a different manner. The executor was 
not given notice of the action, and the trial court directed a verdict set- 
ting aside the will. Held: Where there are no special circumstances 
involving the executor, he is not in his own right an interested or ag- 
grieved party whose participation is necessary to a valid judgment set- 
ting aside the will. 


Legacy Adeemed Where Subject Matter Could Not be Found 
In re Wright, New York Court of Appeals, February 25, 1960 


The testatrix had insured certain property including a valuable ring 
which was specifically bequeathed by her will. Her executors were 
unable to find the ring, and filed a claim with the insurance company, 
which was paid. Held: The legacy was adeemed, and the insurance 
proceeds became part of the residuary estate. Although originally the 
doctrine of ademption was dependent on the intent of the testator, the 
sole issue now is whether the precise item bequeathed is available for 
disposition at the time of the testator’s death. 





INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Gold, Interest Rates 
and Exports 


HY should a nation be con- 
cerned about gold? 

Why does the U.S. allow foreign 
nations to buy its gold? 

The outflow of gold from this 
country has impelled the Federal 
Reserve Bank of Philadelphia’s 
Business Review to both raise and 
answer these questions. Gold af- 
fects the economic welfare of na- 
tions, which explains their con- 
tinuous watch over its internation- 
al movements. 

Gold performs two essential and 
important tasks, one of which is 
domestic and the other internation- 
al. In the United States, for ex- 
ample, gold serves as a “domestic 
cover.” This means that the maxi- 
mum amount of money permitted 
to circulate is governed by a rela- 
tionship to the volume of gold 
owned. Currently, the Federal 
Reserve is required to hold a 25 
per cent gold certificate reserve 
against its notes and deposits. 

Gold also serves as “internation- 
al money” and is accepted by all 
nations for current purchases or in 
payment of debts. Nations prefer 
to maintain reserves of gold since 
this will enable them to make for- 
eign purchases in an amount be- 
yond receipts from their own ex- 
ports. Taking the oversimplified 
case of a predominantly agricultur- 
al country, a gold reserve would 
assure maintenance of purchases 
of farm equipment in the event of 
crop failure. 
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The U.S. permits other nations 
to buy its gold, which harmonizes 
with its position as an internation- 
al banker in gold. The U.S. Treas- 
ury will purchase all gold offered 
to it by friendly foreign govern- 
ments, central banks and _inter- 
national financial institutions at 
$35 an ounce and, conversely, will 
sell gold for dollars at the same 
rate. Assumption of this respon- 
sibility as an international gold 
banker permits dollars to become 
“as good as gold.” Accordingly, 
other nations have no objection to 
holding dollars along with gold in 
their international reserves. This, 
incidentally, permits a stretching 
of the world’s gold stock and has 
important implications for the vol- 
ume of foreign trade. 

“A nation,” declares the Business 
Review, “is somewhat like a big 
family. When the family has ‘a 
little bit tucked away’ to take care 
of emergencies, chances are father 
will permit the family to spend a 
little more out of current income. 
Similarly, a nation . . . will prob- 
ably be more disposed to let its 
citizens freely import goods with- 
out a maze of tariffs and controls. 
Thus by increasing the amount 
which may be tucked away—by 
adding to the world’s international 
reserves—the United States helps 
increase the volume of world trade 
and improve the world’s living 
standards.” 

The Philadelphia Reserve Bank 
points to this country’s sizable defi- 
cit in its international balance of 
payments in recent years, and the 
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consequent loss of gold and dollars 
to foreigners. It also refers to a 
related question raised by some 
observers: during a period of busi- 
ness recession, might not the Fed- 
eral Reserve System find itself in 
an awkward position? 

During a cyclical downturn in 
business activity, the Reserve Sys- 
tem traditionally moves to make 
money and credit more readily 
available. One consequence is an 
increase in the supply of lendable 
funds relative to demand, and a 
decline in interest rates. But if 
falling interest rates in this country 
have the result of impelling for- 
eigners to ship their funds abroad 
to other centérs where rates are 
higher, and their holdings of dol- 
lars are converted into gold, a 
sizable gold loss could materialize. 
Thus, runs the argument, the Fed- 
eral Reserve may not be able to 


stimulate investment and employ- 
ment during a recession by encour- 
aging credit expansion, but may be 
forced to tighten money and let 
interest rates rise to stem the gold 
loss. 


However, the Philadelphia Re- 
serve Bank’s objective analysis dis- 
pels this contention. It notes that 
total U.S. gold reserves amount 
to $19.4 billion, which is $7.6 bil- 
lion above the amount currently re- 
quired as a reserve against Fed- 
eral Reserve notes and deposit lia- 
bilities. In other words, $7.6 bil- 
lion in gold would have to leave 
for foreign shores before the Fed- 
eral Reserve would legally be 
forced to cease expanding credit. 

According to the Business Re- 
view, we are not likely to lose $7 
billion in response to international 
interest-rate differentials, and the 
following facts are cited in sup- 
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port of this conclusion. Short- 
term liabilities to foreigners pre- 
sently total a little over $19 billion, 
which, admittedly, is an amount 
almost as much as our gold reserves 
and a great deal more than our 
free gold. But—not all of this 
amount is sensitive to interest 
rates. As a matter of fact, the ac- 
tual amount which would be in- 
fluenced by interest rates is prob- 
ably in the area of only $1 billion. 


About $3 billion of the $19 bil- 
lion of short-term liabilities to 
foreigners belongs to international 
institutions such as the Interna- 
tional Monetary Fund. These funds 
do not move in response to inter- 
national interest-rate differentials. 
Another $9 billion belongs to for- 
eign governments and official in- 
stitutions. Though these funds 
may shift from one type of dollar 
asset to another (e.g., time de- 
posits to Treasury bills), they are 
also not likely to be influenced by 
international interest-rate differen- 
tials. And about $6 billion of the 
remaining $7 billion largely repre- 
sents working balances of private 
businesses and financial institu- 
tions. These working balances are 
not sensitive to rate differentials 
because they must be maintained 
to handle the large volume of in- 
ternational trade and _ financial 
transactions. 

“The great majority of foreign 
funds is held in this country,” de- 
clares the Philadelphia Reserve 
Bank, “not because interest rates 
are higher than those abroad but 
because of our role in foreign trade 
financing and because the dollar 
is an international reserve currency 
readily convertible into gold or into 
any other foreign currency. There 
is no evidence that more than a 
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small fraction of these short-term 
dollar liabilities would be trans- 
ferred abroad as a result of falling 
interest rates in the United States. 
A gold loss of this amount could 
easily be sustained without adverse 
impact on the Fed’s ability to ex- 
pand our money and credit base 
during downturns in the business 
cycle.” 


It should also be noted that the 
interim Foreign Commerce Study 
of the Senate Interstate and Foreign 
Commerce Committee polled the 
opinions of $1 leading private citi- 
zens (serving as an advisory com- 
mittee) on whether the outflow of 
gold and increase in foreign dollar 
assets was a danger to the U. S. 
economy. Of the 24 who answer- 
ed this question, 19 expressed the 
view that the increase in foreign 
dollar holdings represented a re- 
turn to more normal patterns of 
world trade; that there was no 
cause for alarm; that this was a cir- 
cumstance that would prove bene- 
ficial to the United States and to 
the free world as a whole. Two of 
the remaining five advisers con- 
ceded that this outflow represented 
a partial return to normal world 
trading conditions; however, they 
also indicated that the manage- 
ment of the American economy had 
not been entirely prudent—as illus- 
trated by the fact that we were los- 
ing our competitiveness in world 
markets. The remaining 8 did ex- 
press concern. However, almost 
80 percent of the advisers who re- 
sponded were of the opinion that 
increased sales abroad, if vigorous- 
ly pursued, would either eliminate 
or substantially reduce the grow- 
ing U. S. balance-of-payments defi- 
cit. 

In the opinion of the First Na- 
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tional Bank of Chicago, the solu- 
tion to our balance of payments 
problem lies in the expansion of 
our exports. In its study, “Gold 
and the Balance of Payments,” the 
Chicago institution states that such 
export expansion requires both ag- 
gressive selling by American busi- 
ness and close Government co- 
operation. Essential to the task is 
the curbing of inflation, since a 
rise on the price of our products 
lessens our ability to compete in 
world markets. A _ stable dollar 
and a balanced budget, the study 
notes, would reduce the likelihood 
of inflation and would thus avoid 
impairing the competitive strength 
of the U. S. in world markets. 
While the Chicago bank does not 
view the deficit in our balance of 
payments and the decline in our 
gold reserves as critical, they are 
regarded as sufficiently important 
to warrant careful study and 
thoughtful consideration. 


Trust Departments 


FDIC reports of examinations of 
member banks disclose that the 
smaller banks display a need of 
operational help and guidance in 
the conduct of their trust activi- 
ties. According to J. Anton Con- 
ner, the FDIC’s Review Section 
Chief, too many smaller trust de- 
partments do not have a trust com- 
mittee, and group or collective 
judgement is consequently not 
available. “Rather,” he states, 
“the small volume of trust business 
held is often left to the care and 
supervision of a bank official in- 
experienced in fiduciary matters. 
Director interest and supervision 
are lacking.” 

Some 3,100 of the 13,300 insured 
banks in this country exercise trust 
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powers. And of all the trust de- 
partments in operation, the greater 
number have personal assets of 
less than $1 million. As a matter 
of fact, banks with trust assets in 
excess of $1 million are a minority 
of 42 percent. Of the 1,000 state 
banks which are not members of 
the Federal Reserve System but 
belong to the FDIC, over 78 per- 
cent have personal trust assets of 
less than $1 million. 

In December, 1958 the ABA’s 
Committee on Relations with 
Supervisory Authorities offered a 
schedule of “Minimum Require- 
ments” for trust department oper- 
ation. These “Minimum Require- 


ments” subsequently received the 
approval of the Executive Com- 
mittee of the National Association 
of Supervisors of State Banks, and 
the Federal Deposit Insurance Cor- 
poration was authorized to dis- 


tribute these to all state banking 
departments. 

Mr. Conner finds the following 
trend noteworthy. Since January 
1959, practically 100 percent of the 
applications by state nonmember 
banks for consent of the FDIC to 
exercise trust powers have con- 
tained resolutions of the board of 
directors or letters from the man- 
agement stating that the “Mini- 
mum Requirements” would be 
adopted. In detail, this is the pro- 
gram: 

“The minimum requirements for 
sound banking practices in the 
operation of a trust department, 
and as safeguards for the protec- 
tion of depositors, fiduciary benefi- 
ciaries, creditors, stockholders, and 
the public, should include: 

(1) Operation of the trust de- 
partment separate and apart from 
every other department of the 
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bank, with trust assets separated 
from other assets owned by the 
bank and the assets of each trust 
account separated from the assets 
of every other trust account. 

(2) Maintenance of a separate 
set of books and records for the 
trust department in sufficient de- 
tail to show properly all trust de- 
partment activities. 

“The board of directors should, 
by proper resolution, include in its 
minutes: 

(1) Designate an officer, quali- 
fied and competent, to be respon- 
sible for and administer the ac- 
tivities of the trust department, 
and define his duties. 

(2) Name a Trust Committee 
consisting of at least three direc- 
tors, at least one of whom shall not 
be an officer of the bank, to be 
responsible for and supervise the 
activities of the trust department. 
The Trust Committee Should: 

(a) Meet at least once every 

month. 

(b) Review the assets of each 

trust account at least once dur- 

ing each period of 12 months. 

(c) Approve all purchases, sales, 

and changes of trust assets. 

(d) Approve the opening of all 

new trust accounts. 

(e) Approve the closing of trust 

accounts. 

(f) Keep full minutes of its 

actions, including its actions on 

matters included in (a) through 

(e) above. 

(g) Make periodic reports to 

the board of its actions. 

(3) Provide competent legal 
counsel to advise the trust officers 
and the Trust Committee on legal 
matters pertaining to the adminis- 
tration of the trust department. 

(4) Provide for joint custody of 
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trust assets under at least two or 
more officers and employees. 

(5) Receive the report of the 
Trust Committee and record its 
actions thereon in its minutes. 

(6) Make or cause to be made 
an annual audit of the trust depart- 
ment at least once during each 
period of 12 months and, where 
possible and practical, provide for 
internal controls over the trust de- 
partment. 

(7) Review the examination re- 
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ports of the trust department by 
supervisory agencies and record 
its action thereon in its minutes. 
Nothing herein is intended to pro- 
hibit the board of directors from 
acting as the Trust Committee, 
from designating additional officers 
to administer the operations of the 
trust department and defining their 
duties, or from appointing addition- 
al committees for the trust depart- 
ment operation and defining the 
duties of such committees.” 


BOOKS FOR BANKERS 


A PROGRAM FOR MONETARY 
STABILITY. By Milton Fried- 
man. Fordham University Press, 
New York. 1960. Pp. 110. $2.75. 
Professor Friedman recognizes 
that uncertainty and instability 
attending monetary disturbances 
are unavoidable concomitants of 
progress and change. He takes 
the position, however, that the 
amplitude of such disturbances 
can be attenuated by modifying 
and in some cases, changing the 
monetary and banking arrange- 
ments currently existing in the 
United States. This short volume 
sets forth some of the modifica- 
tions and changes which the 
author believes would be effec- 
tive in combatting monetary and 
economic disturbances. Among 
his somewhat controversial pro- 
posals is a recommendation that 
the Federal Reserve abandon re- 
discounting and the variations of 


legal reserve requirements. Fed- 
eral open market operations, he 
believes, are adequate to regu- 
late the money supply. 


THE STORY OF INVESTMENT 
COMPANIES. By Hugh Bul- 
lock. Columbia University Press. 
New York. 1959. Pp. 305. $5.95. 
British investment experience 
and the rise of Canadian com- 
panies are discussed, after which 
the author describes the evolu- 
tion of the American investment 
company. In this connection, he 
points out that the development 
of the mutual fund now provides 
the investor with safeguards 
which have hitherto been lack- 
ing. Included is a concise ex- 
planation of the Investment Com- 
pany Act of 1940, as well as a 
glossary of technical terms. 








